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* Company Law Amendment in the United Kingdom 
REPORT OF THE COHEN COMMITTEE 
I. Recommendations Relating to Profit and Loss Accounts, 
By A. A. FITZGERALD 


In June, 1943, a committee under the chairmanship of Mr. Justice Cohen 
was appointed by the President of the Board of Trade “to consider and report 
Wwhat major amendments are desirable in the Companies Act, 1929, and, in 
particular, to review the requirements prescribed in regard to the formation 
and affairs of companies and the safeguards afforded for investors and for 
the public interest.” 

The report of the committee, which was presented to Parliament by the 
President of the Board of Trade in June, 1945, has recently become available 
in printed form in Australia. 

In the belief that, since Australian company legislation has always been 
Closely modelled on that of the mother country, the report will be of interest 
Sto Australian accountants and secretaries, it is proposed to discuss in a series 
Of short articles the principal recommendations of the committee. 

The recommendations will not necessarily be discussed in the order in 
Which they appear in the report, and particular attention will be paid to those 
felating to accounts, audit, prospectuses, and private companies. ° 

At the outset, it is interesting to notice the emphasis laid by the committee 
son disclosure of information by companies to shareholders, creditors and the 
general public. 

“We are satisfied,” the committee says, “that the great majority of limited 
fompanies, both public and private, are honestly and conscientiously managed. 
We believe that the system of limited liability companies has been, and is, 
beneficial to the trade and industry of the country and essential to the pros- 
sperity of the nation as a whole. The Companies Acts have been amended 
from time to time to bring them into accord with changing conditions, but 
aif there is to be any flexibility opportunities for abuse will inevitably exist. 
We consider that the fullest practicable disclosure of information concerning 
tthe activities of companies will lessen such opportunities and accord with a 
Wakening social consciousness.” 
© In view of this emphasis and of the direct interest of accountants in the 
Many controversial problems associated with the published accounts of com- 
- we may well begin with the recommendations relating to accounts. 

e relevant sections in the English Companies Act, 1929, are Sections 122- 
9134. Comparable sections in Australian Acts are: Victoria, 123-133; New 
South Wales, 102-115; South Australia, 141-155; Queensland, 132-144; 

asmania, 116-123. 

The sections of the Victorian Companies Act, 1938, which were very 
largely based on recommendations by a Joint Committee of Accountancy and 
Mecretarial Institutes and the Melbourne Stock Exchange, go somewhat 
Hurther in insistence on disclosure of information than do the English Act or 
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the Acts of the other States of the Commonwealth. They were strenuously 
objected to in certain quarters before and after the passing of the Act as 
being too restrictive and even as being, in some respects, impracticable. How.- 
ever, the hubbub soon subsided and there has been no reason to believe that 
the activities of Victorian companies since 1938 have been hindered by the 
statutory requirements. 

There is, in many details, a close correspondence between the Victorian 
provisions and the recommendations of the committee, and the viewpoint of 
the committee has evidently been very much akin to that of the propounders 
of the Victorian legislation. 

The committee makes no bones about its disapproval of uninformative 
accounts. - 

“The present legal requirements as to the contents of the accounts to be 
presented to shareholders are too meagre. The practice of showing a 
number of diverse items in one lump sum and thereby obscuring the real 
position as to the assets and liabilities, and as to the results of trading, 
makes it difficult and often impossible for a shareholder to form a true 
view of the financial position and earnings of the company in which he is 
interested.” 


Consequently it is not surprising to find that the recommendations pay 
particular attention to amendments which would have the effect of raising 
the standard of all company balance sheets and profit and loss statements to 
a level in keeping with the best practice. The committee has accepted the 
view of all the professional bodies who gave evidence before it that auditors 
would be strengthened in their efforts to persuade directors to present 
accounts in accordance with improved standards if the law were to prescribe 
a minimum of information to be disclosed in all balance sheets and profit and 
loss accounts. 

Very wisely, however, it réjects the temptation to prescribe rigid forms of 
accounts, fearing that “standard forms might restrict further progress in the 
technique of conveying information through the published accounts.” The 
remarkable improvement which has taken place in the quality of Victorian 
company balance sheets since 1938 (when the specimen form of balance sheet 
given in a schedule to previous Acts was dropped) is a convincing demon- 
stration of the progress which can be made when forms of accounts are left 
to the judgment of directors and the advice of accountants and auditors. 

One important development in accounting theory to which the committee 
gives particular attention is the growing relative importance of the profit 
and loss statement, which it considers to be “as important as, if not more 
important than, the balance sheet, since the trend of profits is the best 
indication of the prosperity of the company and the value of the assets 
depends largely on the maintenance of the business as a going concern.” 

Consequently it is desirable that there should be minimum requirements 
as to the contents of the profit and loss statement “calculated to ensure that 
it gives a fair indication of the earnings of the period covered by the 
accounts .... The account should be drawn up in accordance with accepted 
accountancy principles consistently maintained, and if for any reason any 
change of a material nature, e.g., a change in the basis of stock valuation, is 
adopted, specific attention should be drawn to the change and to the effect 
thereof.” 

The use of the expression “fair” is significant. Profit, and loss accounts 
being so dependent on matters of opinion, which opinions may legitimately 
differ, the expression “true and correct,” which is usual in existing legislation, 
is undoubtedly inappropriate. 
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The expression “accepted accountahcy principles consistently maintained” 
js included in audit reports in U.S.A. It has the great merit of focussing 
attention on the need for consistency, but it has led to a great deal of con- 
troversy in U.S.A. as to what are accepted principles, and in fact as to 
whether there are any principles, properly so-called, that is, “fundamental 
truths,” in accounting. 

The specific recommendations as to the contents of the profit and loss 
account and a comparison of them with the provisions of the Victorian 
Companies Act, 1938, are summarised hereunder. Words in italics indicate 
recommendations which have’no counterpart in the Victorian legislation. 

The profit and loss account shall give a true and fair indication of the 
earnings or income of the period covered by the account and shall disclose 
any material respect in which it includes extraneous or non-recurrent trans- 
actions or transactions of an exceptional nature. (Victorian Act, s. 123 (4), 
reads : “the balance of profit and loss for the period which it covers.” Section 
123 (5) requires directors to include in the report attached to the balance 
sheet information as to whether or not the results of the year’s operations, as 
disclosed in the profit and loss account, have in the opinion of the directors 
been materially affected by items of an abnormal character.) 

It shall further be provided that if in any such period a material change ts 
made in the basis on which the account or any item therein is calculated, 
attention shall be called to the change and to the effect thereof by way of 
note on the account. 

Without prejudice to the generality of the foregoing, the profit and loss 
account shall include the following information (Victorian wording is “Shall 
in particular show separately”’) : 


(i) Amount of profit or loss before charging or crediting the items 

enumerated in (ii) to (xiv) below, but after crediting or charging, 
if the company thinks fit, its revenue from or provisions for losses 
of subsidiary companies. (Victorian wording is “the net balance of 
profit and_loss on the company’s trading.”’) 
Provision for depreciation of fixed assets, provided that if pro- 
vision is not being made by means of a depreciation charge, the 
method of making such provision or the fact that no provision has 
been ynade, shall be stated. (Victorian Act requires charge for 
depreciation on (a) investments, (b) goodwill, (c) fixed assets, to 
be separately shown. ) 

(iii) Interest on debentures and other fixed loans. 

(iv) Amount of U.K. taxation on profits. (The absence of a similar 
provision in the Victorian Act has frequently been criticised. Many 
companies do show this item separately.) 

(v) Amounts provided for the redemption of (a) share capital and (b) 
loan capital. 

(vi) The aggregate, if material, of any amounts set aside to reserves. 

(vii) The aggregate, if material, of amounts set aside as provisions (If 
the Board of Trade are satisfied that disclosure of any such provision 
would be prejudicial to the company’s interest and is, not required 
in the public interest, the amount concerned need not be shown 
separately if appropriate words are introduced to indicate that a 
provision of this character has been made.) 

1. Defined as “provisions which, not being provisions for the diminution in value of assets, have 
been set aside out of revenue or other surpluses, and are retained to meet, in cases where the 
amounts cannot be determined with substantial accuracy, any specific liability, contingency or 
commitment known to exist as at the date of the balance sheet.” 


* 
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(viii) Income from, less provisions’ for losses of, subsidiary companies, 
(Victorian wording—“income from investments in subsidiary com- 
panies.” ) 

Income from other trade investments. 
come from general investments.” ) 





(Victorian ‘wording—“in- 


(ix) 


(x) Income from investments other than trade investments. (Victorian 
wording—‘‘income from general investments.” ) 

(xi) The aggregate, if material, of amounts withdrawn from reserves, 
(Victorian wording—‘“the amount transferred to the account from 
reserves or from provisions.”’) , 

(xii) The aggregate, if material, of amounts withdrawn from provisions. 
(Victorian wording—‘the amount transferred to the account from 
reserves or from provisions.” ) 

(xiii) Profits or losses of a non-current or exceptional nature, if material 
in amount. (In Victorian Act, dealt with in directors’ report.) 

(xiv) Dividends paid or proposed. 

(xv) Emoluments of directors, including contributions made on their 
behalf to any pension scheme, and the aggregate amount thereof paid 
by the company. (AIl emoluments receivable by directors, whether 
as directors or otherwise, should be shown in the accounts. The 
Victorian Act has a similar provision (s. 127) which is restricted to 
emoluments paid to directors, as such.) 

(xvi) Aggregate amount of any compensation paid to directors or former 
directors (a) as such and (b) otherwise, for loss of office or arising 
out of their retirement. 

(xvii) Aggregate amount of any pensions paid to directors or former 


directors (a) as such and (b) otherwise. 

(xviii) Corresponding figures for the immediately preceding period. 

Banking and discount companies shall be exempted from these require- 
ments except (xiv), (xv), (xvi), (xvii) and (xviii), but the profit and loss 
accounts of such companies shall indicate by appropriate. words the manner 
in which the disclosed profits or losses have been arrived at. 

Assurance companies shall be exempted from complying with (ii), (v), 
(vi), (vii), (xi), (xii) and (xiii), but the forms in the Assurance Companies 
Act, 1909, should be amended to bring them into line with most of these 
recommendations. : 

By the Victorian Act, banking companies are exempted from the provisions 
of section 123 (4). 

The only information required by the Victorian Act to be shown in the 
profit and loss statement which is not specifically covered by the recom- 
mendations is “any profit or loss arising from a sale or revaluation of fixed 
or intangible assets.” Such profits or losses would, however, surely come 
within the category of “extraneous or non-recurrent transactions or trans- 
actions of an exceptional nature.” 

It will be seen that though the recommendations in some respects go farther 
than the Victorian legislation, they are directed to a similar end in theif 
emphasis on disclosure of operating results for the period, the segregation of 
abnormal or non-recurring profits or losses, and in their desire to prevent 
secrecy in the creation and use of reserves. 

The important respects in which they surpass the Victorian legislation are 
in their insistence on consistency, the preservation of the value of the accounts 
for comparative purposes and the separate statement of amounts paid or 
provided for taxation. In these respects they are in close agreement with 
informed opinion amongst accountants in England, U.S.A. and Australia. 

The recomnf€ndations relating to balance sheets will be considered in the 


next article in this series. 
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Taxation Section 
Edited by J. A. L. GuNnN, F.1.c.A. 


DEPRECIATION OF GANTRIES 


‘he Commissioner allowed depreciation in respect of certain gantries at 
the rate of 3 per cent. per annum. The taxpayer claimed that the proper 
rate was 6 per cent. in respect of certain of the gantries, on the ground that 
two 5-ton cranes were working continuously for 24 hours a day on each of 
these gantries during the war year under review. Held, claim disallowed, as, 
even under war-time conditions, the rate of 3 per cent. allowed by the 
Commissioner was not inadequate. (10 C.T.B.R. Cas. 42.) 


DEPRECIATION OF MINING AND QUARRYING PLANT 


The rate of depreciation fixed in Income Tax Order 1217 for mining 
plant is 74 per cent. per annum. The rate fixed for quarrying plant is 10 per 
cent. The taxpayer company claimed an increased deduction from 74 per 
cent. to 10 per cent. on the ground that, although it was engaged in mining, 
its operations were of a quarrying nature. For some years prior to the year 
under review, the seam in the mine had been worked on the “open-cut” 
system. The overburden and the coal, which were first dislodgd by blasting, 
were removed by steam shovels, the wear and tear on which was said to be 
exceptionally severe. A coal cracker was then utilized to break up the lumps 
of coal. In this respect the company was at a disadvantage because its coal 
was semi-anthracite and required three times as much “cracking” as ordinary 
coal. Held (by majority) that they were satisfied that it would be reasonable 


to allow depreciation at the rate of 10 per cent. per annum. Claim allowed 
in principle. (10 C.T.B.R. Cas. 43.) 


Fee Pain To AGENCY TO OBTAIN EMPLOYMENT 
The appellant obtained the post of a secretary-accountant through an 
employment agency. On his appointment a fee became payable to the agency, 
being 5 per cent. of the first year’s salary. Held that the money expended in 
order to obtain employment was not money spent in the performance of the 
duties attached to the employment within the meaning of Schedule E, r. 9, of 
the English Act. (Henderson Shortt v. McIlgorm [1945], 1 All. E.R. 391.) 


Loss ON ABANDONED TIMBER MILL 


The taxpayer claimed a loss of £695 in respect of an abandoned timber 
mill. The mill was abandoned because the millable timber in the locality was 
destroyed by fire and because it would have cost too much to remove the mill. 
The buildings consisted of staff quarters, mess hut, and a shed to house plant 
and machinery. Held, claim disallowed: (1) the loss was of a capital nature 
and was not therefore deductible under s. 51 ;-(2) section 54 did not provide 
a depreciation allowance in respect of such buildings. (10 C.T.B.R. Cas. 44.) 


PENALTY FoR UNpaAIp TAx 


Section 207(1) provides that, if any tax remains unpaid after the time 
when it becomes due and payable, additional tax shall be due and payable at 
the rate of 10 per cent. per annum off the amount imposed, computed as 
provided by the sub-section. It is considered that the words “any tax” 
include additional (penalty) tax imposed by s. 226 in respect of late lodgment 
of returns, omitted income, etc. 
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EXEMPTION OF Pay AND ALLOWANCES OF MEMBERS OF ALLIED Forces 
SERVING IN AUSTRALIA 


The taxpayer, a naturalized British subject resident in Australia, claimed 
that his income as a chief officer in the Small Ships Division, Transportation 
Corps, U.S. Army Services of Supply, South-West Pacific Area, was exempt 
under s. 23(u). Other conditions being satisfied, the question for deter- 
mination was whether the taxpayer was a “person enlisted in or appointed to 
the Naval, Military or Air Force of the Government of any country outside 
Australia” within the meaning of s.23(u). Held (affirming the decision of 
Williams, J., 3 A.I.T.R. 180) that the taxpayer was employed under contract 
as a civilian employee of the United States to do work in the Transportation 
Corps and that the income derived by him was not exempt under s, 23(u). 
(Luvac v. F.C. of T. (1945), 3 A.I.T.R. (not yet reported) ; and see Whelan 
v. F.C. of T. (1945), 3 A.I.T.R. (not yet published ).) 


DEFINITION OF CO-OPERATIVE COMPANY ~ 


In order to obtain classification as a co-operative company, one of the 
conditions laid down in s. 117 is that the company’s rules must prohibit the 
quotation of its shares for sale or purchase at any stock exchange or in any 
other public manner whatever. In 10 C.T.B.R. Cas. 114, the Board -of 
Review held that the word “prohibit” is used in the first sense attributed to 
it in the Shorter Oxford English Dictionary—“To forbid (an action or 
thing) by or as by a command or statute; to interdict,” i.e., in the direct 
transitive sense of forbidding an action or thing. Hence, to satisfy the 
condition, the rules must contain something in the nature of a command 
expressly forbidding the quotation of shares in any of the specified ways. 
Assuming, however, that the relevant provision should be more _ broadly 
construed, it is clear that, upon the widest possible construction, the con- 
dition which it imposes is not satisfied unless the quotation of shares in any 
of the specified ways is in fact prevented as a necessary consequence of 
something appearing in the rules. 


DISPOSITIONS IN FAvouR OF A WIFE 


A new link has been added to the chain of recent cases such as Robert 
Coldstream, Danmark Pty. Ltd., Forestwood Pty. Ltd. and Estate G. S. 
Harvey reported in this journal, whereby the courts have upheld dispositions 
of property in favour of members of a taxpayer’s family where the taxpayer 
has continued to exercise powers of management. 

In this latest case the facts were: 

B. had been working two farms together, known as “Homestead” and 
“Norman’s” respectively. He and his wife, until her death in 1943, lived 
on “Homestead,” which was his property. “Norman’s,” about 44 miles 
distant, was owned by the wife, though the purchase money was provided 
partly by her and partly by her husband. Up to 1932 the income from both 
farms was returned by B. as his own. Thereafter, on the advice of an income 
tax adviser, the proceeds from each farm were included in separate returns 
for the respective owners. Separate banking accounts were kept and neither 
could draw on the account of the other, nor endorse the other’s cheques. The 
produce from each farm was marketed in the name of the right owner, and 
all cheques received for produce from “Norman’s” farm which were banked 
were deposited in Mrs. B.’s account. Some cheques were not banked but 
were used for the benefit of the husband, the wife, or their children. Out- 
goings of the two farms were never properly segregated but were made out of 
either bank account according to the funds available. In consequence it was 
never possible to show how one party stood financially in regard to the other. 
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B. continued to manage both properties after 1932, though not without 
consulting with his wife, who was chiefly engaged in domestic duties. 

In summary proceedings before a Special Magistrate it was found that both 
farms were carried on by B. as his farming business, and that the procedure 
adopted of selling the produce in the separate names of himself and his wife 
was a sham and a device on his part to evadé income tax. 

B. was convicted, fined £75, and ordered to pay £590/3/10 as penalty, a 
sum equal to the amount of tax avoided. Whilst not disputing the conviction 
nor the fine, B. appealed to the Supreme Court against the Special Magis- 
trate’s finding that the income from “Norman’s” farm was his own, the effect, 
if he were successful, being to reduce the penalty to £263. Held (Napier, 
CJ., and Angas Parsons, J.; Reed, J., dissenting) that the proceeds of the 
business carried on upon the wife’s property were her income and should not 
have been included in the husband’s return. 

The Crown appealed and the case came before the Full Court of the High 
Court. Held (Latham, C.J., Rich, Starke, Dixon and McTiernan; JJ., 
unanimously affirming the decision of the Supreme Court) that no element 
of fraud was proved. The wife had complete control and disposition of the 
proceeds of the farming operations upon her farm, and the fact that the 
husband acted as manager did not prevent those proceeds from being the 
income of the wife. (Harris v. Burrows (1945) 3 A.I.T.R., not yet reported.) 

In the course of his judgment, Starke, J., said: “It was quite legitimate 
and proper that the respondent should use the same farm labour and pool 
sme of their receipts for the benefit of themselves and their family. Indeed 
it would be surprising if husband and wife living in amity did not act as in 
this case for the purpose of lessening taxation and the common benefit of 
themselves and their family.” 


PAYMENT UNDER AGREEMENT BY PURCHASER OF BUSINESS OF TAXES 
ASSESSED AGAINST VENDOR 


In December, 1939, the taxpayer company took over all the assets and 
labilities of its subsidiaries as at June 30, 1939. Commonwealth and State 
nd taxes, based on ownership as at June 30, 1939, were assessed for year 
ended June 30, 1940, against the subsidiaries which owned the land on June 
H, 1939, and were paid by the taxpayer company which carried on business 
m the land during year ended June 30, 1940. Held, by majority of the 
Board of Review, that the sums so paid were allowable deductions under 
.51(1). (The dissenting member held, inter alia, that the acceptance of the 
lability for the taxes was part of the agreed purchase consideration and was 
iherefore a capital outgoing). (10 C.T.B.R. Cas. 78.) 

As from August 1, 1938, the taxpayer company acquired the assets and 
mdertaking of Company A, which had been carrying on a similar business. 
As part of the consideration, the taxpayer agreed to discharge all existing and 

cruing liabilities of Company A. The latter was assessed to State income 
ux on its income of the year ended July 31, 1938, and to Federal land tax 

(220) in respect of land owned at June 30, 1938. These sums were paid by 
the taxpayer in accordance with the agreement. Held that Company A was 
and remained “personally liable” for the sums in question, and that they were 
wt deductions allowable to the taxpayer under s. 72. C.T.B.R. (not yet 


Note: The objection did not make any claim under s.51(1) but the Board 
Mpressed the view that even Company A would not have been entitled to 
‘duction, under that section, of State income tax payments. As to the land 
ax, the sum of £220 paid by the taxpayer was considered to be part of the 
ust of purchasing the business of Company A, and was therefore an outgoing 
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of capital. On this point the case was distinguishsed from 10 C.T.B.R. Gg 
78 cited above. 


ACCOUNTANCY JUDICIALLY RECOGNISED AS A PROFESSION 

The following dictum is taken from the decision of Du Parcq, L.J., ing 
case which came before the English Court of Appeal in 1944: 

“There are professions to-day which nobody would have considered to be 
professions in times past. Our forefathers restricted the professions toa 
very small number; the work of the surgeon used to be carried on by the 
barber, whom nobody would have considered a professional man. The pro- 
fession of the chartered accountant has grown up in comparatively recent 
times, and other trades, or vocations, I care not what word you use in relation 
to them, may in future years acquire the status of professions. It must be 
the intention of the legislature, when it refers to a profession, to indicate 
what the ordinary intelligent subject, taking down the volume of the statutes 
and reading the section, will think that ‘profession’ means. I do not think 
that the lawyer as such can help him very much.” (Carr v. I.R. Comrs. 
[1944], 2 All. E.R. 163.) 

In the above case, the substantive question was whether the appellant, who 
was an optician, carried on a profession so as to be exempt from Excess 
Profits Tax. In giving judgment for the appellant, Du Parcq, J., observed: 
“TI hope that nobody will think that we are deciding here that opticians asa 
class are all carrying on a profession.” 


REVOCABLE TRUSTS 
Section 102(1)(a) of the Commonwealth Income Tax Assessment Act 
imposes additional tax where a settlor has power to revoke or alter trusts so 
as to acquire a beneficial interest in the income or the assets producing the 


income. 

It has recently been decided in an English case that a trust is no less 
irrevocable where a settlor can bring about the disintegration of the trust 
estate and recapture the funds, not by reason of any provision in the terms 
of the settlement but by reason of extrinsic matters. The settlor in that case 
had lent money to the trustees of settlements upon his three children. The 
money so obtained was invested in shares in a company of which the settlor 
was the governing director for life. By winding up the company and a 
subsidiary company, the settlor would have been able to secure the whole of 
the trust funds for himself, because the shares which he held were entitled 
to special privileges on liquidation. 

Held (by the English Court of Appeal, affirming the decision of Mac 
naghten, J.) that although the settlor could wind up the companies whenever 
he chose and thus put an end to the trust funds, he did not have the power to 
revoke the settlements. (A. G. Jenkins v. I.R. Comrs. [1944], 2 All. ER. 
491.) 

Crass oF INCOME TO WHICH ROYALTIES BELONG 

In J.R. Comrs. v. Rolls Royce Ltd. [1942], 1 All. E.R. 196, Lawrence, J. 
held that royalty payments received under licence for the manufacture ané 
sale of inventions made by the employees of the licensor constituted “income 
from investments or other property” and thus were not to be brought to 
account for English N.D.C. purposes. In the course of his judgment he 
said: “I.R. Comrs. v. Sangster (1920), 12 Tax Cas. 208, is a clear authority 
that a patent is property and that the royalty payable under the licence t 
use the property is income from property.” 

For English Excess Profits Tax “income from investments” is excluded. 
In .R. Comrs. v. Rolls Royce Ltd. [1944], All. E.R. 340, it was held that 
the word “investment” ought to be construed as investments acquired by the 
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Playing out of money, and the taxpayer company did not purchase the patents 
by the laying out of money, but acquired them by reason of the fact that its 
research workers had made the inventions. 


GUARANTEED PRICE BY PURCHASER TO VENDOR FOR GROWING CROP 
ON Property AT TIME OF SALE 
Whether Deficiency on Sale Price as Compared with Guaranteed 
Price Allowable Deduction to Purchaser 

The taxpayer agreed that, in consideration of the sale of certain land to 
him for £6,000, he would guarantee to the vendor a net sum of £2,000 in 
respect of a crop of sugar cane which was upon the land but was described 
as not being included in the sale. The net proceeds of the crop were £348 
less than the £2,000, and the taxpayer claimed the deficiency as a deduction. 
Held claim disallowed (10 C.T.B.R. Cas. 58). “The substance and effect of 
the agreement appears clearly to be that the purchase price of the farm was 
£6,000 plus or minus the amount by which the net proceeds of the crop were 
less or greater (as the case might be) than £2,000.” 


SHARES ALLOTTED TO EMPLOYEES AT PAR UNDER AGREEMENT NOT TO 
SELL—W HETHER DIFFERENCE BETWEEN Par PRICE AND MARKET 
VALUE ASSESSABLE 

The taxpayers W. and C. were senior officials of ompany H, a subsidiary 
of Company A. Certain of its shares were offered by A to its shareholders 
at par instead of at market value. Some shares were left over and it was 
decided to allow the senior officials of A and its subsidiaries to subscribe for 
these at par. Both taxpayers took up and paid £1 each for their allotted 
shares, agreeing not to dispose of them without permission so long as they 
remained servants of the company. The shares so allotted had a market 
value of £4/10/- each. The taxpayers were assessed under the English Act 
on the difference between the market value and the par price. Held that the 
taxpayers received an advantage by virtue of their office which was of such 
a nature that it could be turned into money. This advantage, though of 
restricted value by reason of the agreement not to sell, was assessable to 
income tax (Ede v. Wilson and Cornwall [1945], 1 All. E.R. 367). 


Sums IN Respect oF DIVIDENDS CREDITED IN ACCOUNT DURING 
CURRENCY OF “CONTANGO” TRANSACTIONS WHETHER 
DIVIDENDS OR TRADING RECEIPTS 

The taxpayer company, whose business largely consisted of speculative 
operations on the stock exchange, bought shares which were carried forward 
from account to account by means of “contango” transactions until ultimately 
the shares were taken up or sold and the bargains closed. In accordance 
with stock exchange practice, the amounts of any dividends declared on such 
shares during the currency of the continuation*transactions were credited to 
the company. The credit was for the net dividend, i.e., less deduction of 
English income tax. Such “contango” accounts normally show the following 
four items: (a) Debit of purchase price; (b) Debit of “contango” charges; 
(c) Credit showing price on resale or at which shares were carried over; 
(d) Credit of dividends accrued due. The credits in respect of dividends 
were assessed as trading receipts of the taxpayer company. The company 
claimed that the credits should be treated as actual dividends from which tax 
had been deducted. Held that the sums in question, though nominally divi- 
dends after deduction of income tax, were mere credits and should be 
assessed as trading receipts. (Multipar Syndicate Ltd. v. Devitt [1945], 1 
All. E.R. 298.) 
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(Being an address delivered to members of the South Australian Division 
of the Australasian Institute of Cost Accountants, 14th August, 1945) 


Introduction 

To-night’s subject, “Production Control,” has been brought into prominent 
relief in the industrial field during the past five and a half war years. 
Decentralised production of major units brought real problems, both to the 
co-ordinating and sub-contracting companies, whilst a flood of diverse work 
challenged plant capacities, making project timing, scheduling and planning 
prime consideration. And again, at this time, industry is faced with the task 
of changing back to peace-time production, with such obstacles to surmount 
as material in short or controlled supply, a debt to happily repay in the 
rehabilitation of service personnel, high costs and high taxation—more than 
ever, is the need for organised and efficient production. 

Possibly, like Time Study, as Mr. Gibbs told us a few weeks ago, the 
origin of Production Control lies in the demand by industry for improved 
rates and methods of production, which demand also stressed the urgency for 
methodical control of production. 

However, if the antecedents of the subject “Production Control’ were 
recorded, the entry, in racing parlance, would no doubt read—“By Production 
—out of Control.” 


Definition of Production Control 


In an attempt to define Production Control, it is suggested that “Production 
Control is planned production effectively co-ordinated, ensuring the most 
economic employment of the elements of production, equipment, materials 
and labour; it aims being delivery on time, of a product to a required speci- 
fication, at a factory cost not exceeding estimate.” 

Agreed that it savours of Utopia, yet it is held that effective production 
control can assist tremendously towards achieving that desired state. 

The importance of “delivery on time to a required specification’”’ must be 
stressed. In the eyes of an accountant selling to a manufacturer, the fact 
that he, the manufacturer, has the ability and willingness to pay at thirty days, 
makes the manufacturer Al. In the eyes of the buyers from the manufacturer, 
the considerations are very different—the buyer wants delivery promises kept, 
and a confidence in the continued quality of the goods delivered. And pro- 
duction control can do much to make or mar this “prestige’”’ which should be 
so highly valued. 


Production Control and Production Processes 


If we accept this definition, for the time being at least, it is evident that 
the application of production control to any manufacturing business is limited 
only as a matter of degree, depending upon the size of the undertaking, and 
method, depending upon the particular production processes. 

There are certain well-defined types of production processes which require 
some variation in the method of production control. Basically, they all 
require a detailed bill of material or list of component materials and parts, to 
be wrought into the finished product, and operational planning, which indicates 
“how each operation will be done,” “where it will be done,” “what it will be 
done with,” and a fair and reasonable time for the performance of each 
operation. 
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One process might be termed “non-repetitive jobbing, or special order 
work.” This type of process usually involves more highly skilled labour and 
is generally found in machine tool production. When a job is released to the 
factory, it should be accompanied by a detailed instruction sheet embracing 
a list of required material, together with a drawing, if necessary. 

Another is “line production’”—highly specialised production, usually for 
stock. Once this production is planned, it is mainly a matter of keeping up 
a flow of materials and counting the finished units after inspection, with 
occasionally a check of quantity in process. 

A further type may be known as “plan load,” this type covering specific 
orders which involve particular machines, and which run for a considerable 
period. The crux of this particular type is the need for long-range schedules 
and plant loads, as every future commitment should be made only after due 
consideration of all work in hand. Delivery on time and a steady labour load 
are of major importance. In this production process, sub-contracting will 
possibly be involved, entailing a placement of orders with set delivery dates, 
and a close follow-up to see that the sub-contracting parties achieve required 
delivery. 

To-night it is proposed to outline a system of production control in an 
organisation manufacturing major assemblies for various projects, involving 
numerous fabricated parts and sub-assemblies, and employing, say, two 
thousand operatives. This system, with modifications or extensions, could 
be adapted to any manufacturing company having a similar production 
process, which process would fall chiefly within the “plant load” type. 


Production Control and Functional Organisation 

3efore discussing this system, attention is drawn to the hypothetical skeleton 
functional chart shown hereunder, as it is desired clearly to illustrate the 
position occupied by Production Control Department. There is no hard and 
fast rule for functional organisation, thus charts may vary considerably, even 
with two similar companies; the reason may be personnel, or just different 
ideas. 
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In this particular chart, the General Manager has five executives responsible 
to him, one of which, the Industrial Officer, refers mainly on matters of 
industrial policy—a very important factor in Australian industry. The other 
four are involved with finance and manufacture: the Treasurer, finance and 
costs; the Sales Manager, sales, outside contacts and service; the Supply 
Manager, material control, purchasing, stores, store issues, salvage and traffic ; 
the Factory Manager, manufacturing. 
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The opinion is held that the function of supply should be under the control” 


of the Factory Manager because, it is said, it is most annoying to him when 
he is ready for production to find that there is no material available. How- 
ever, it is contended that as material costs represent something like 50 per cent. 
of the value of total sales turnover, in some industries at least, then the 
acquisition, care and issuance of materials are better placed under the control 
of another senior executive. At the same time, a very close liaison is main- 
tained between the Factory Manager and supply, and naturally if schedules 
are constantly lagging owing to lack of material, the General Manager is sure 
to hear about it, and he will not be pleased. 

The Factory Manager has the onerous task of co-ordinating all preliminaries 
to production, and the actual production, on time to specification. His senior 
executives are the Developmental Engineer, the Tooling Engineer, Standards 
Officer, Production Manager and Chief Inspector. To correlate these depart- 
ments and maintain liaison with the rest of the organisation, he has one 
other senior officer in charge of Production Control Department, which 
department could be referred to as the “Secretariat” or “Information Bureau” 
of the Factory Manager. 

It is opportune at this point to summarise in sequence of performance the 
functions of the departments responsible to the Factory Manager. 

With the release of a project to the plant, which project has, of course, 
been previously estimated, the Factory Manager would discuss and decide 
the overall plan of action with his senior officers. 

Developments are the first to begin, and will prepare and distribute speci- 
fication, engineering data, outline drawings, and part drawings. Bills of 
Material Section, a subsidiary of Development, will compile firstly an 
advanced summarised bill of material to enable Supply to place opening orders 
for long-term delivery material. They will also prepare a detailed parts list, 
which embraces every individual part required in the project, the part number, 
which number is very important and is allotted by this section, material 
specification for each part, whether the part is to be manufactured or pur- 
chased finished, and the usage of each part per project unit. This parts list 
is forwarded to Planning, who, having received specifications and drawings, 
can now commence their task. 

Planning, together with Tool Design, Tool Drafting, Tool Manufacturing, 
and Plant Engineering, are responsible to the Tooling Engineer. 

Planning*Section will operationally plan each part to be manufactured, each 
sub-assembly and final assembly. These planning sheets will show, in con- 
nection with each operation, “how,” “where” and “with what” each operation 
is to be performed, and will be distributed,to Tool Design and Standards 
Departments. After completion of detailed planning an assembly break- 
down is compiled by Planning and forwarded to Bills of Material Section. 
This breakdown, as the name implies, will show the components of each minor 
and sub-assembly, and the final assembly, the quantity usage of each part, 
whether the part is manufactured or purchased finished, and the department 
number to which materials are issued when production commences. 

Bills of Material Section will publish the assembly breakdown to the plant, 
and will further publish an engineering release in respect of every different 
part embodied in the breakdown. The engineering release is subsidiary to 
the assembly breakdown and really represents a bill of material, in unit form; 
it is the sole authority for the purchase and usage of direct materials to be 
wrought into the finished article. It aggregates the usage of a particular part 
per project unit, shows the material specification and size for that part, 
whether it is purchased as raw material for fabrication or purchased finished, 
and the “effective point” for the usage of the particular part. This point is 
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obviously No. 1 at the outset, but changes in material or design may take 
place during manufacture. The engineering release—some may term it 
“production release”—is all important to Material Control and Production 
Control Departments. It tells Material Control “what kind” and “how many” 
or “how much” material is required; it provides essential information to 
Production Control in connection with parts to be manufactured. 

From planning sheets, Tool Design Section will design and sketch the dies, 
jigs and tools, called up in the operational planning. Tool Drafting will make 
fnal drawings, which will accompany the tool release cards when issued by 
Planning, which cards serve as the authority for Tooling to requisition 
materials from store and manufacture the required tools. The scheduling of 
the tool room is a function of Tooling Department, which is committed to a 
date for final release of tooling, by Inspection Department, in respect of 
sarticular projects. The method is as follows: All tools released for manu- 
facture are estimated as to hours required, and due completion dates shown 
on relative tools release cards, which are delivered to the Scheduling Section. 
This section, per medium of a machine loading chart, embracing all machines 
in the tool room, plan and load in advance all available equipment. A visible 
Kardex card system controls the progress of each tool during manufacture. 
No tool may be released, nor will it be received by a Production Control Tool 
Store, unless it is fully identifiable, being marked as to tool number, project, 
and part number. As inspection releases come to hand, Planning Department 
will advise Production Control Department, on a form for the purpose, that 
complete tooling in respect of certain part numbers has been issued. 

It is the function of Plant Engineering, in conjunction with Planning, to 
provide the equipment, and complete the plant lay-out, in readiness for 
production. 

Standards Department, upon receipt of planning sheets, will set estimated 
standard times, based upon past experience and job similarity, and establish 
estimated production per hour in respect of each operation. Temporary 
touting sheets will be typed accordingly, being practically a copy of the 
planning sheet, with times added, and distributed to Planning, Tool Try-out, 
Production Control, Costing, and Production. As early as possible after 
production has commenced, Standards Department will “observe’’ the opera- 
tions and replace the temporary sheets with permanent routing sheets, these 
latter being a different colour paper. Standards Department control depart- 
ment daily labour loads and compute long-range forecasts of labour require- 
ments based on production schedules furnished to it by Production Control 
Department. 

Temporary routing sheets must be in the hands of the Tool Try-out 
Section, attached to the Tooling Department, before the required manu- 
factured tools reach them, to enable the tool to be proved in accordance with 
the method laid down for the production of the particular part. 

From sample parts obtained from proved tooling, Development Engineering 
will build a sample or pilot model of the unit to be manufactured, again using 
the methods as planned. Amendments to temporary routing should be made 
at this, or the try-out stage, and not left until the discrepancy is discovered 
by Production Department. This is a very important step towards Utopia. 

Inspection Department is responsible for the release of all tooling for 
production after the final o.k. of the pilot model. They will also inspect all 
materials as received into store, and further, maintain a floor inspection of 
erations on parts in progress, finally releasing the finished product in line 
with specification. Continued quality of workmanship and materials are 
sential, thus Inspection Department can do much to gain the “Prestige” 
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referred to earlier, yet, at the same time, while delivering to specification, 
they must have a proper regard for cost. 

It is the responsibility of Production Control Department, before releasing 
jobs into the factory, to make certain that everything is in readiness for 
production. 

Production Department is asked to achieve “delivery on time” of an article 
to a required inspection standard, and may rightly expect to proceed with the 
business of production in the knowledge that all requirements are available. 
This department has still to perform the important task of supervision of 
care of equipment, application of labour, usage of materials, and quality of 
production. Foremen must indeed be “cost-conscious.” 

The Factory Manager has a big team, which if it is to succeed must be 
happily co-ordinated. Now let us consider the functions, in a practical way, 
of Production Control Department, and how it can assist in promoting this 
essential team-work. 


Functions of Production Control Department 

Commuitments—Delivery dates and volume. One of its important functions 
is committing the company to delivery dates and delivery rates on quotations 
submitted by the Sales Department to prospective customers. 

Before the estimate is finalised by the Chief Estimator, he will furnish to 
Production Control details of the project, together with planned volume and 
estimated completion date for plant lay-out and tooling. Production Control, 
by reference to its long-range schedules and Material Control Department, 
will confirm or suggest delivery volume and initial delivery date, having in 
mind the importance of maintaining an even labour load where possible. 

Production Control Department is the liaison between the rest of the 
organisation and Sales Department in connection*with incoming orders. Sales 
will forward to Production Control a form in duplicate, known as a sales 
release—this simply details the order received and sets out instructions in 
relation thereto; in addition, the customer’s requested delivery date, and rate, 
is shown. When Production Control are in a position to confirm or amend 
this date and volume, advice is forwarded to Sales per medium of one copy 
of the sales release, which provides space for this information, and Sales 
Department will advise the customer accordingly. 

Project Time and Production Scheduling. Immediately upon receipt of the 
sales release, Production Control will enter it in the Sales Release Register 
in strict numerical order and issue an advance project release. This document 
simply repeats the details, in the main, as shown upon the sales release, and 
is distributed to all departments concerned with production. It is the signal 
for all departments, other than Production Department, to commence work 
on the project. 

The next immediate job is to include the project on the timing chart, which 
correlates functions in sequence of occurrence in order to check progress 
towards a target delivery date. When the estimated delivery period or date 
was established, it was arrived at after due consideration for time required 
in development, planning, tooling, material availability and production. When 
the order is received, and the timing chart is compiled for that project, it is 
a case of working back from the committed delivery date. For instance, if 
the production cycle is established as seven weeks, then tooling, plant lay-out, 
pilot model, material and labour must be available at least seven weeks before 
the promised delivery date. Tooling also cannot be manufactured until after 
planning, tool design and drafting have been completed. Further, until 
Development release specifications, drawings, bills of material and parts lists, 
neither Planning nor Material Control can commence to function. So with 





timi! 
mast 


Date 
in re 
in cl 
conn 
Cont 
deliv 


secti 


orde 
of tl 
total 
these 


com! 
timit 
with 
TI 
catio 
initiz 
the 
Sect! 
brea! 
the 
mani 
of pi 
per 1 
part: 
medi 
auth 


; 1945 THE AUSTRALIAN ACCOUNTANT 353 


| the initial delivery date in mind, the Production Control Superintendent will 
discuss and establish dates for the completion of each function with the 
yarious executives concerned. It is most important that once these dates 
have been set, the Factory Manager must insist on the achievement of due 
dates. It therefore follows that the chart must be regularly recorded as to 
the achievement of the various functions, and discussed, so that any apparent 
or expected lag may be “‘spot-lighted” and pressure brought to bear before it 
is too late. 

With the completion of the timing chart for the particular project, Pro- 
duction Control will forward the aforementioned advice of delivery date and 
rate to Sales Department, and it now behoves the Production Control Super- 
intendent to maintain close follow-up on this and all other projects, so that 
his promises will be achieved. His major control points are three—the 
timing chart, which has been discussed, the sales release register, and the 
master schedule; subsidiary controls are signalled Kardex progress control 
cards and achievement reports. 

The sales release register is accommodated in the same folder as the master 
schedule and has five control columns, headed Delivery, Master Schedule, 
Data Control, Progress Control, Data Completed, which columns are entered 
in relation to each project. These columns are initialled by the senior clerks 
in charge of the respective sections, and signify that their responsibility in 
connection with each particular project has been performed. The Production 
Control Superintendent has three senior officers, one in charge of orders, 
delivery and scheduling, another controlling project data and progress control 
section, and a third who is the senior chaser and main contact between his 
department and production. 

The column “Delivery” will be initialled when an individual Kardex card 
has been established in the project register and delivery control cabinet. The 
cards are filed in part number order within Projects, show full details of the 
order, together with destination for delivery, and will record further orders 
of the same part number, also all deliveries of that part, showing cumulative 
totals of orders received and deliveries effected. The medium of entry for 
these cards are sales releases for orders, and inspection release notes and 
despatch advices for deliveries. 

The column “Master Schedule” will be initialled when the project has been 
committed in detail to master schedule; this will be immediately after the 
timing chart has been completed and delivery date and volume confirmed 
with Sales Department. 

The column “Data Control” will be completed when all production fabri- 
cation and assembly data cards in relation to the project have been fully 
initiated. Media required by Production Control to set up these cards are: 
the assembly breakdown and engineering releases from Bills of Material 
Section, and routing sheets from Standards Department. The assembly 
breakdown affords a check that every part and every assembly is covered; 
the engineering releases furnish details as to whether the part is to be 
manufactured or purchased finished, material specification and size in respect 
of parts to be manufactured, and how many of each particular part is required 
per unit of the project; routing sheets afford advice as to how and where the 
parts will be processed throughout the factory. These data cards are the 
medium from which traveller cards are typed, which cards represent the 
authority for the release of work to the plant. 

The column “Progress Control” should be completed almost simultaneously 
with “Data Control” as there must be a corresponding progress card for 
every data card. Progress cards are set up with part name and number, 
usage of part per project, and departmental routing for processing the part. 
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These cards are entered from traveller cards, which will be discussed in detail 
later, thus recording what parts, and how many of each, have been released 
to the factory; the progress of each traveller card throughout the factory, 
per medium of daily achievement sheets; and rejected parts during manu- 
facture as per inspection rejection notes. Each part number for which tooling 
is required will be signalled to that effect, and as respective tooling release 
advices are received from Planning Department the signals will be removed, 
thus at all times tooling requirements are readily noted. It may well be asked, 
“Why have both data and progress cards?” The reason is because data 
cards are frequently with typistes for raising of traveller cards, and it is 
essential to maintain a complete file for daily posting of achievement and 
check over production progress. Both sets of cards are filed in numerical 
order of part number with separate groups for fabricated parts and assemblies, 
the progress cards being retained in a Kardex cabinet with facilities for 
signalling, which will be later amplified, and thé data cards filed in a box 
cabinet, where the cards are readily available for typistes. 

The last column in the sales release register is the “Date Completed,” which 
date is inserted by the officer in charge of delivery records, upon the com- 
pletion of a sales release or order. 

This register therefore shows, at any time, all unexecuted contracts, and 
the position in connection with essential media required by Production Control 
Department in respect of outstanding contracts. The Production Control 
Superintendent in watching the register will have recourse to his timing chart, 
which has already established dates for the distribution of information which 
his clerks must have to discharge their routine. 

The third major “control” of the Production Control Superintendent is the 
master schedule. Each sheet of the master schedule can accommodate a 
number of projects, and provides for a period of six months, showing weekly 
scheduled deliveries and cumulative totals. It clearly summarises the position 
of unexecuted contracts, and is an immediate guide to the superintendent as 
to what projects, and to what cumulative figure for each project, traveller 
cards have been released to production. This latter control is achieved by 
the Data Control Clerk ruling a continuous line up to and including the 
cumulative quantity, in respect of a particular project, when traveller cards 
have been published. Different coloured lines are used to distinguish fabri- 
cation from assembly releases. 

The master schedule is the basis of preparation of long-range delivery 
schedules. These long-range schedules are an all-important guide to Material 
Control Department in the compilation of material requirement schedules. 
This department knows, from engineering releases, “what kind” and “how 
much” material to order, and from production control schedules they know 
when they must have the goods in store. Orders are placed accordingly, due 
dates specified, and follow-up maintained to achieve the target date. How 
important this is! 

Another basic function of the master schedule is that information is avail- 
able to enable Sales Department to be advised of the forward trend, and to 
allow a calculation of the future labour load, because, as previously stated, 
every endeavour should be made to maintain an even labour load. High 
labour turnover can mean inefficiency and excess costs. This information is 
the foundation of turnover, labour and expense budgets for the treasurer. 
From the same source, the master schedule, Production Control will prepare 
and publish in advance departmental fabrication and assembly schedules, 
which have two important features—firstly, they enable Standards Depart- 
ment properly to compute the required departmental labour load; secondly, 
they forewarn the departmental foreman of his task for the ensuing week or 
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month, as the case might be. If more or less labour is required, the factory 
manager will advise the industrial officer, who will act accordingly. 

A further purpose of the master schedule is that it indicates to Production 
Control clerks when they must release traveller cards for fabrication and 
assembly of parts. They are enabled to arrive at these dates by these means. 
With any major assembly a production cycle time is established by the factory 
and production managers, after due regard for operational planning. To 
amplify, if the established cycle is seven weeks, representing four weeks 
fabrication, one week minor and sub-assembly, and two weeks final assembly 
and inspection, it would mean that the Production Control clerk must publish 
his traveller cards to allow Material Control, through Supply Stores, to 
release the cards, with materials, to the plant seven weeks before delivery 
date. 

It is absolutely imperative that Production have some ready means of job 
selectivity when there are a number of parts for different projects flowing 
into their departments day after day; and again, the master schedule provides 
the basis for advising the foreman through traveller cards which jobs to do 
next. Each week-ending date is allotted a programme number. In the case 
in point, Programme No. 1 represents week ending July 7th, Programme No. 
2, July, 14th, and thus from 1 to 52 they indicate the various week-ending 
dates for the year. A scheduling calendar has been widely distributed to 
enable employees concerned readily to relate programme numbers to dates. 

In the example previously quoted explaining when to release traveller 
cards, if the cards are for fabrication of assembly components, they will be 
rubber-stamped in 3-inch outline figures with a number representing the 
week-ending three weeks prior to the delivery date of the final assembly. 
This programme number dictates that the finished parts, with the card, must 
reach Finished Parts Stores, where they are held for issue to Sub-Assembly, 


by the relative week-end date. Sub-Assembly cards would be released bear- 
ing programme numbers signifying completion on week ending two weeks 
prior to due date for delivery of finished product. Final assembly card would 
be issued carrying programme number indicating the week-ending delivery 


date. 


Sponsorship of Production 

Production Control Department sponsors production by the issuance of 
traveller cards, different coloured cards being used for fabrication and 
assembly, which cards travel with the material during manufacture. These 
cards will not be issued to Production until such times as Production Control 
are certain that all factors of production are available, the timing chart being 
a ready reference. 

Traveller cards are made out from the data cards, showing details of 
project, part number, part name, job number, material specification and size, 
quantity and cumulative quantity, operational routing and programme number. 

After typing, the cards are passed to the Progress Control clerk, who enters 
the traveller cards released on the respective Kardex Progress Control record. 
They are then released through Material Control, who confirm that the 
required material is in store before forwarding the cards to stores for issue of 
material. 

The storeman, upon receipt of these cards, will arrange them in programme 
order. He knows the completion date is dictated by the programme number, 
and he will therefore release material with the traveller cards on this basis. 
In other words, he always releases the lowest numbers first, and as the 
number is readily related to a week-ending date, this point of issue can be 
easily controlled by regular inspection of the cards still in store. 
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Control of Production Flow 

You will remember that the traveller card detail includes the operational 
routing, and material handlers will therefore convey the material from store 
to the first department in the routing. Each department will have an area 
for incoming and outgoing. The foreman will closely watch the incoming 
area, allocate jobs according to programme priority, and have required tools 
obtained from tool stores. The assistant foreman, leading hand, in fact all 
employees, must become programme-conscious because that means schedule- 
conscious. Each foreman of a department must have regard for the opera- 
tions behind him, and must therefore allow a reasonable time for other 
departments to carry out their operations so as to permit the completed part 
to reach Finished Parts Store by the scheduled date. Material handlers must 
maintain the flow between various operating points, and this entails a constant 
watch on all departmental outgoing areas. 

Every department has a Production Control Station adjacent to the out- 
going area, and before any material can be removed by a material handler 
he must see that the relative traveller card has been stamped with the Control 
Station number. This stamp signifies that the clerk has checked and entered 
the achievement of those parts on a departmental achievement record. This 
form is in three copies. The top copy is forwarded daily to a central station 
where it is collected by Production Control Department, the second copy is 
used for the compilation of daily departmental efficiencies, and the third copy 
remains fast in the book. 

From the achievement records, Production Control will daily post progress 
on the respective Progress Control cards. When the parts, with the accom- 
panying traveller cards, reach the Finished Parts Stores, the traveller cards 
will be returned to Production Control, who record the achievement on the 
progress cards, and adjust a coloured signal to indicate the number of project 
units covered by the completed part. For example, 400 parts on a basis of 
four per final assembly represents a coverage of 100 units. [i will be appre- 
ciated now that this Progress Control card will show at a glance the number 
of units covered, progress of various parts in production, whether they are 
still held in store, or yet unissued by Production Control. Programme num- 
bers for each card issued are also evident. Therefore, it can be seen whether 
there is any lag. 

These progress cards are constantly inspected by the senior chaser, whose 
particular function it is to see that any lagging parts are immediately investi- 
gated, the holding factor or factors determined, and every effort made to 
achieve recovery of schedule. In passing, the more “production chasers” 
required, the less efficient the system of production control. 

The whole endeavour of Production Control is to maintain production flow, 
and at this point we have taken two steps to achieve this—firstly, by affording 
schedules and job selectivity, through programme numbers, to foremen; 
secondly, by recording progress to allow the senior chaser to recognise lagging 
parts. There is a third point—with time still left to obviate any hold-up in 
assembly. This point is the Finished Parts Stores. These stores must main- 
tain an orderly arrangement of components, a bin card system being provided 
for Stores Control; telephone communication is available within the stores 
to enable ready contact with Production Control Department. 

Production Control release assembly cards in accordance with a pre- 
determined cycle of time; each traveller card is issued through Material 
Control to Supply Stores, where it collects all supply or purchased finished 
parts. It then goes to Finished Parts Stores, where the fabricated or other 
sub-assembly components are collected, and, in accordance with programme 
dates, all are eventually issued to assembly. These assembly cards are 
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furnished in good time to Finished Parts Stores, and it is their province to 
check carefully the availability of all components, which are clearly listed on 
the back of the cards, and if some parts are not available urgent lists are 
given to the senior chaser to hasten the arrival of these parts. 

Rejected parts are sure to occur, and every one must be covered by a 
rejection note issued by Inspection Department. If a part is rejected in 
fabrication, the fact is known before the relevant traveller card leaves the 
department where the rejection occurs. A reject note is made out by Inspec- 
tion Department at this point, a copy of which note is furnished to Production 
Control, who enter upon their progress control records. Rejects which occus 
in assembly are rejected in the same manner and note forwarded to Production 
Control, who will, upon entering the rejected components on their particular 
progress cards, adjust the unit coverage accordingly, by moving the signal 
back. These rejections will be released on new traveller cards, immediately if 
necessary, or with the next batch of parts to be fabricated, if time will allow. 
Control cards are signalled to indicate rejects which have not been re-issued 
for fabrication. 

Production Control Department must keep abreast of every change in 
design, material, operational method or location, and part usage per project, 
for they are the connecting link between engineering and production. Forms, 
in the nature of an engineering change request for amendments to design or 
material, and operation change request for alterations to-operational planning, 
are raised by the person desiring the change. If these requests are approved, 
sills of Material Section will issue amended engineering releases, and Stan- 
dards Department amended routing sheets. Production Control Department, 
upon receipt of these amendments, must immediately adjust their records and 
promptly check the effect of the change with production. Unless all essential 
steps are properly taken, production control and production are discounted. 

If a change is authorised, obviously it must take effect at some definite 
point in the project. This is known as the Effective Point, and it is established 
by Production Control, which department has the necessary records to do 
this. The effective point is advised to Bills of Material, who, if in agreement, 
will publish engineering releases, giving effect to the change accordingly. 
Again, Development Engineering may issue a “stop work notice” in con- 
nection with a part owing to alteration in design. The onus is then placed 
on Production Control to “stop” the job, pending the availability of new 
tooling, and to withdraw respective traveller cards with material, beyond the 
effective point. The position must be carefully watched, and the revised part 
released to production as early as possible, otherwise assembly schedules may 
be adversely affected. 

There may be a material shortage, in which case Material Control, having 
been unsuccessful in procuring from emergency sources, will consider material 
substitution ; but no matter what the hold-up, Production Control must use 
their full endeavours to keep production flowing. They must not wait until 
production raises its voice, as it certainly will, and should—because disruption 
means low efficiency and high costs. 


Delivery Achievement 

As Production Control publish tasks in the form of delivery schedules, it 
is essential that they also publish achievements against these schedules; they 
also represent an important control feature to the factory manager. These 
may be published daily or weekly as dictated by the particular type of project. 
The medium will be the delivery register, which you will remember is posted 
daily from inspection release notes, or despatch advices. The schedules may 
take various forms, but in the main they will show the project, the order 
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quantity, daily schedule rate, cumulative total scheduled, daily total achieved, 
the cumulative total achieved, and lag. 

Schedule lags will occur and achievement reports should be closely studied, 
particularly by Production Control, senior chaser and production super- 
intendents. If the holding factor can be overcome, immediate action must be 
taken to recover the leeway; if limiting factors are discovered, then it is 
better to reduce schedule, advising your customer accordingly. In some cases 
it will be economic to take the project off schedule until uninterrupted pro- 
duction is assured. 


Conclusion 

It is contended that, apart from the technical side of development, planning, 
tooling and standards, there are no mysteries in production control. It is a 
matter of simple steps taken in logical sequence, entailing observance of 
routine and accuracy in detail. 

The science and systems of production control have been well developed 
and the objective well established. However, in installing such a system 
there are still certain major points to be observed. There must be a clear 
conception of every detail, with well-designed stationery and equipment. The 
system must be freely accepted by all departments—not foisted upon them. 
All personnel involved must fully understand the requirements of their par- 
ticular function and its effect on other sections. And it will still not succeed 
unless close supervision is given throughout. All routine matters should be 
committed to standard procedure, and a rigid compliance with that procedure 
enforced. Summarised, successful systematisation consists of six factors, 
which, in the proper sequence, are: objective, conception, design, acceptance, 
training, supervision. , 

Gentlemen, production control can be preventive; even standard costing 
cannot be more than immediately curative, therefore is not this phase of 
factory management worthy of the most intensive effort? 

To-night, the aim has been to indicate that a multitude of steps, carefully 
taken, will make easier the road to Utopia, and, named collectively, we call 
those steps “Production Control.” 





The Advantages of Production Control in Cost Accounting 


sy R. F. PASCOE, A.C.A.A., A.A.1.S., A.U.A. 


(Being an address delivered to members of the South Australian Division of 
the Australasian Institute of Cost Accountants, 14th August, 1945) 


Introduction 

It has fallen to my lot to-night to outline the advantages of “Production 
Control” from the point of view of the cost accountant. You have listened 
to Mr. Greig’s able exposition of the principles and practices of this branch 
of the science of factory management, and you will no doubt agree that an 
industry without production control would be on a parallel with a ship 
without a rudder. I would like to take this opportunity of assuring Mr. 
Gibbs and his fellow engineers that cost accountants, as a group, do appreciate 
their efforts in the direction of orderly planning and co-ordination, to ensure 
the’most economical use of the three elements of production, which when all 
said and done may be condensed to one element, money. In fact, I would 
even go so. far as to suggest that cost accountants, because of their training 
in the detailed marshalling of facts and figures, are better equipped than most 
to realise the value of planning and control in industry. 
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The advantages derived by the cost accountant may broadly be divided into 
three sections : 


1. Advantages derived when job costing. 
2. Advantages derived when costing on standards. 


3. Advantages derived in budgeting. 


Jos Costinc 


Release of Jobs and Job Number 

Job costing means costing under similar conditions to those we have been 
passing through during the past five years. Munition and aircraft contracts 
have placed emphasis on the necessity for correctly allocating costs to par- 
ticular items under individual orders. Government cost investigators have 
been particularly careful to see that the wages paid by companies are accurately 
apportioned over the orders carried out, and their task has been made infinitely 
easier where a system of production control governed the flow of work 
through the factory. Production control acts as the agent of the cost 
accountant in releasing job numbers to production. As they are responsible 
for the release of work to the factory, it is obviously an advantage to the cost 
accountant to have one department releasing the relative job numbers simul- 
taneously with the authority for production to commence. 

The method of releasing the job number is simple, the job numbers being 
typed on the traveller cards authorising production. These cards, as their 
name implies, travel with the parts they cover, and from them the time- 
keepers obtain the job numbers for the work being carried out, and book the 
time accordingly. They also authorise the material issue order, or instruction 
to the stores to issue the specific quantity of material required to produce the 
parts covered, and thus provide for the accurate debiting of this costing media. 


Control of Replacements 

Parts are spoiled even in the best organizations and naturally the cost of 
replacing these parts must be included in the order for which the original 
parts were being made. Here once again the Production Control Department 
comes to the assistance of the cost accountant. They are responsible to see 
that the spoiled parts are replaced, and in order to fit in with accounting 
requirements they also assume the responsibility of seeing that the parts are 
replaced at a reasonably early date, and that the job number shown on the 
traveller card is the one on which the original spoilages were made. 


Advice of Completion of Jobs or Batches within these Jobs 


The cost accountant aims to provide prompt progressive costs, and there- 
fore divides the major orders into batches. He obtains advice that these 
batches are completed from the daily achievement schedules published by 
Production Control Department, and is thus enabled to extract a cost 
immediately a batch is delivered. Aircraft work provides difficulties peculiar 
to themselves, and you sometimes get the anomaly of an order being delivered 
before the particular parts for that order are made. This is brought about 
by the practice of robbing a larger order to satisfy a smaller urgent order for 
a similar part or a componeiit of the larger ones. We have overcome this 
dificulty by instituting a completion advice form that is divided into two 
sections. The first section is filled in by the delivery record clerk when the 
fnal delivery against the order is made, and the second section is completed 
by the traveller card clerk when all traveller cards for that particular order 
have been returned to the Finished Parts Store. If an order is delivered out 
of parts produced for another order, preliminary advice is forwarded te the 





360 THE AUSTRALIAN ACCOUNTANT 


cost accountant stating that delivery has been made, but that production js 
not complete. This is then followed with another advice when the final 


traveller cards are received. 


Lists of Deliveries in Support of Final Invoices 

In the case of some aircraft orders it is necessary to supply a list setting 
out the date, release note number, destination, and quantity of each individual 
delivery made against an order, in support of the final invoice. If the cost 
accountant built up a record for the purposes of supplying this list it would 
mean additional clerical labour in duplicating the delivery record kept in the 
Production Control Department. This is unnecessary and he obtains the 
desired information from that department. 


STANDARD COSTING 
Setting of Standards ' 
In referring to the advantages of production control under a system of 
standard costing, it is necessary to think of production control in its broader 
sense, embracing development, planning, and time-study. The information 
compiled in these sections is the very life blood of a system of standard 
costing. 


Labour Standards 

The planning carried out prior to the commencement of production divides 
every product into the various assemblies that go together to make that 
product ; every assembly into the various sub-assemblies that go to make that 
assembly ; every sub-assembly into the components or fabricated parts that go 
to make that sub-assembly, and every component into the various operations 
necessary to produce that component. This planning is issued to the factory 
in the form of routing sheets and may be likened to the score from which a 
large orchestra produces a glorious symphony. Each individual member is 
concerned with one section of that score only, but he must be careful to 
adhere strictly to the notes and time indicated thereon, or he will cause a 
discord and spoil the efforts of the others. Similarly it is essential for every 
department in a factory to adhere strictly to the routing for that department. 
Carelessness in this regard, while appearing to be all right at the time, can 
have disastrous effects at a later date. Under standard costing, the cost 
accountant records the cost of variations from the predetermined standard 
for producing the finished article, and he sets his predetermined standard 
on the basis of the routing which includes the standard times allowed for 
carrying out each operation as planned. 


Material Standards 

Material requirements necessary to produce each of the components of the 
finished article and their assembly are calculated by the Bills of Material 
Department. Mr. Greig has outlined how these requirements are published 
in the form of engineering releases, which become the basis for the release 
of traveller cards by the Production Control Department. These releases 
also provide the cost accountant with the media for preparing a bill of material, 
the measuring stick from which he records the variations in material costs. 


Production Achievement 

After the labour standards are set, it is necessary to record progressive 
variations from the standard. The basis for this is the daily achievement of 
each department. This information is recorded by Production Control 
Department in their counting stations established in each production. group. 
No parts leave a department unless they pass through this counting station, 
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and they will not be accepted in another department unless the accompanying 
traveller card bears the stamp of the outward counting station. This stamp 
signifies that the achievement has been recorded in the production achieve- 
ment record, which forms the basis of the credit given each department for 
the work carried out within that department at a cost of the labour employed. 
The importance of accuracy in recording production achievement cannot be 
over-emphasised. The best of standard costing systems can be completely 
wrecked by false achievement figures, and it is essential for the cost 
accountant’s peace of mind that he be confident of the basis from which this 
information is supplied. 


Budgeting 

Budgeting for the future is one of the cost accountant’s most important 
duties, and the Production Control Department supplies the basic information 
necessary to commence budgeting. The long-range schedule prepared by that 
department sets out the volume and time for future production, and this is 
readily converted to labour hours and £s.d., and also into sales volume. 
These two budgets are the foundation on which the cost accountant builds 
the whole of his budget structure, and it is imperative that this foundation 
be laid on the solid rock of a sound production control system. 


Conclusion 

I do not need to be a prophet to foretell the increasing part that production 
control will play in future industrial development, and in conclusion I would 
emphasise the importance to the cost accountant of enlarging the scope of 
cost accounting so that it embraces the science of production control and its 
kindred activities, so that they will be better equipped to take a leading part 
in the rapid strides that we ail trust and believe will take place in the industrial 
world of to-morrow. 





Expired Capital Outlay 


By “Criauprius” 


The Income Tax Assessment Act, 1936-1945, provides for deduction of 
the following classes of expired capital outlay: 

Amortisation of leasehold premiums paid—Sections 85 and 88 (1). 
Amortisation of the cost of leasehold improvements borne by a lessee 
in certain circumstances—Section 88 (2). 
Depreciation of plant—Sections 54-62. 
Depreciation of buildings forming an integral part of plant—Sections 
54-62. 
Depreciation of primary producers’ dams, fences, ete—Section 54 (2) 
(b). 
Depreciation of buildings used primarily and principally in, or in 
connection with, the prosecution of the present war—Section 59B. 
Expenditure pursuant to a franchise requiring that the expenditure be 
incurred without reimbursement—Section 62A. 
Cost of plant and development of a mining property (other than coal- 
mining) in Australia—Sections 122 and 123. 
Twenty per cent. of the mining income of taxpayers producing certain 
specified types of minerals for use in, or in connection with, the 
prosecution of the present war—Section 23A. 

Inasmuch as the source of most, if not all, capital is unspent income, the 

writer desires to advance the suggestion that the deduction of all types of 





362 THE AUSTRALIAN ACCOUNTANT OCT. 


expired capital outlay should be allowed, in some manner, under the Income 
Tax Assessment Act. ° 

An investor in the riskier types of investment does not always expect to 
receive back the original capital he contributes—he expects to replace his 
capital from the income which arises from the investment. It seems that he 
should be entitled to take this into account for taxation purposes. 

Two articles by Mr. A. H. Outhwaite appeared in the Melbourne Argus 
recently and made a case for the allowance of depreciation of buildings. The 
writer desires to take this opportunity of supporting Mr. Outhwaite’s claim. 
He drew attention to the fact that the provisions of the British Income Tax 
Bill recently introduced by the Chancellor provided for an initial allowance 
of 10 per cent. of the cost of new industrial buildings and an annual allowance 
of 2 per cent. to extinguish the balance of the cost. 

There are many types of assets the value of which decreases as time goes 
on. Examples of these are patents, copyrights, secret processes, the value of 
trade-marks and other types of goodwill. A number of these have a definite 
life, although their actual values do not necessarily diminish uniformly during 
that life. So far as these assets go, it seems reasonable to suggest that their 
cost should be allowed as a deduction over the life of the asset. 

The allowance of deduction of the cost of other intangible assets which do 
not have a definite life is not quite so easily decided. The principal type of 
such intangible assets is goodwill. What is goodwill? 

“Commercial goodwill is the right which grows out of all kinds of past 
effort in seeking profit, increase of value, or other advantage” (page 2 of 


Commercial Goodwill (Leake), 1930 edition). “It is the one thing which 
distinguishes an old-established business from a new business at its first 
start” (per Lord Macnaughten in Inland Revenue Commissioners v. Muller 


& Co.’s Margarine (1901) A.C.). Further extracts from Leake are set out 


below : 
“It is probable, therefore, that the bulk of the value actually existing in the 


form of goodwill is not recorded in any financial books or accounts, and thus 
as to the greater part of the subject no question of the treatment of goodwill 
in accounts ever arises. The reason is, of course, that in the majority of 
profit-seeking undertakings, whether private or public, the goodwill .has been 
created and developed by ability and effort exercised whilst in the hands of 
the present owners” (page 22). “It may be safely stated that capital outlay 
on the purchase of goodwill inevitably expires year by year, whether the 
profits of an undertaking are increasing or decreasing” (page 76). “An 
amount paid for the purchase of goodwill really represents a premium paid 
to secure an extra-profitable opening for the employment of capital’ (page 
22). “What has happened is that the original owner, or creator of the source, 
has anticipated the receipt and enjoyment of those taxable profits, by assigning 
to others for valuable consideration his right to receive them, if and when 
they arise” (page 100). “Thus the income tax on business profits must be 
collected on the profits as they arise year by year, from those in physical 
possession of a business, without any regard to the fact that those persons 
may themselves have paid away part of the profits in advance of their arising— 
as payment for goodwill to the founder of the business” (page 92). 

With regard to the latter aspect, the following is quoted from The Account- 
ant’s Handbook (Paton), 1943, at page 847: “No doubt it may be argued 
that, although the tax must be paid, it falls on the wrong shoulders, but until 
some practical means can be found to charge with income tax those who have 
received expected future profits in advance of the year of its arising, there 
seems to be no remedy.” 

Thus it is admitted that the practice of disregarding the price of goodwill 
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for income tax purposes is wrong, but it is clear that the problem is one of 
devising a practical scheme for taxing the right taxpayer. 

On page 77 of Leake’s Commercial Goodwill it is pointed out that the 
goodwill of a business now existing is not the goodwill that was purchased 
ten or twenty years ago, and the author recommended that as goodwill 
diminished in value year by year, it be written off on an arbitrary basis over 
a period of years, depending on the degree of risk in that type of business. 
This method would hardly be suitable for incorporation in taxation laws— 
something more precise would be required. 

Another point that crops up is that if goodwill diminishes each year and 
finally disappears, how does the business still continue? The answer is that 
the old goodwill is replaced by the new goodwill created by the incoming 
proprietors or their agents. In this connection, the following extract from 
Paton’s Accountant's Handbook, page 847, reveals an important point: 

“A possible basis for the recognition of goodwill in certain cases arises out 
of the fact that the superior earning power constituting the intangible value 
is at least in part the result of past expenditures which have not been 
capitalised. . . . . The cost of advertising is perhaps the most important 
example.” Industrial goodwill is defined as “the willingness of employees to 
work for one employer as against competing employers” and is cr@ated by 
providing facilities for employees. Examples of such facilities, I suggest, 
would be those for recreation, welfare and superannuation schemes, paid 
holidays and many others introduced particularly in the last few years by 
some employers who have recognised that under war-time conditioys indus- 
trial goodwill is of great value. Another source of expenditure for goodwill 
—both industrial and commercial goodwill—is, I suggest, the salaries, allow- 
ances, etc., of directors, managers and other senior employees in a business. 
All these expenses are allowable deductions for income tax purposes. To 
the extent to which they create goodwill they represent capital expenditure 
and so should not be allowed as deductions. 

Goodwill can also be attached to premises to at least as great an extent, in 
some cases, as to persons, e.g., hotels. If goodwill is attached to leasehold 
premises, it is brought to account as part of the cost of the lease under Section 
83 (1) of the Income Tax Assessment Act. Goodwill can also, of course, be 
attached to freehold properties and so enhance the value of such properties. 
An example of this type is that a city shop property is more valuable than 
one of comparable size in a small town or outer suburb of a city because 
more customers are likely to pass the property, so that the demand is greater 
in the city property. 

I suggest that the correct method of treating goodwill would be to value it 
each year, just as trading stock is valued. However, the value of trading 
stock either at cost or market value can usually be fixed without much 
difficulty. How could the value of goodwill be fixed with any reasonable 
degree of exactitude? Goodwill, when valued, is usually valued by some 
arbitrary method, which on sale is subject to bargaining between buyer and 
seller. Valuing goodwill is a very different matter from valuing stock on 
hand. In the case of a business which had been purchased it should be 
possible to devise some fairly simple formula by comparing profits for the 
year in question with profits for the year in which the sale was effected. This 
method, although arbitrary, has some merits. 

A safer method to treat goodwill seems to be to bring the profit or loss 
to account in assessments when actually ascertained on sale. As the profit 
or loss would actually arise in more than one year it would be unfair to 
bring it all into account in one year’s assessment. I would suggest spreading 
either the loss or the profit, as the case may be, over a period of three to six 
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years, Under this method there would be very little ground for disagreement 
with the Commissioner of Taxation—profits or losses would be fixed by cost 
and sale prices. 

The question that immediately arises is whether cules profit on sale of 
goodwill under the Income Tax Assessment Act would be unconstitutional 
as providing for two subjects of taxation in the one Act. The following is 
quoted from the judgment of Dixon, J., in the case of Resch v. C. of T. 
(Com.), 2 A.I.T.R. 231, at page 242, and appears to indicate that such action 
would not be unconstitutional : 

“The expression ‘subject of taxation’ appears to suppose that some recog- 
nised classification of taxes exists according to subject matter. But in fact 
that was never so. Economist and lawyer for their different purposes 
referred taxes to categories, the one for their incidence and economic con- 
sequences and the other for the legal mechanism employed to secure their 
collection and for their operation upon the creation, transfer and devolution 
of rights. But these are not the considerations to which s. 55 is directed. It 
is concerned with political relations and must be taken as contemplating broad 
distinctions between possible subjects of taxation based on common under- 
standing and general conceptions, rather than on any analytical or logical 
classificaion.” 

“The distinction between profits of a capital nature and profits in the 
nature of income in the strict sense is not one which the Act maintains, nor 
is it a discrimination which the Legislature is bound to regard. Indeed, in 
the United States, under the sixteenth amendment which speaks of ‘income,’ 
the term is considered to include all profits whether on account of capital or 
on account of income in the strict sense. In United States v. Stewart, 85 
Library Edition of American Law Reports, at p. 27, Douglas, J., says: 
‘ “income” is a generic term amply broad to include capital gains for purposes 
of income tax,’ citing Merchants’ Loan, etc., v. Smietanka (1920) 255 U.S. 
509, 65 Library Edition of American Law Sees p. 751.” (Page 243.) 

Cases where receipts in the nature of consideration for the extinguishing of 
goodwill were held to be non-taxable include Californian Oil Products Ltd. 
(in liq.) v. F.C. of T., 3 A.T.D. 10; Glenboig Union Fireclay Co. Ltd. v 
I.R. Comrs., 12 Tax Cas. 427; C.E.S. Co. Ltd. v. C. of T. (Qld.), 2 A.L.T.R. 
333. However, the courts have indicated that there must be a clear intention 
to tax certain classes of receipts before they can be taxed—Coltness, Iron 
Co. v. Black (1881) 6 App. Cas. 315, at p. 330; Munro v. Comr. of Stamp 
Duties (1933) 34 N.S.W. S.R. 1, at p. 7; and Ormond Investment Co. v 
Betts (1928) 13 Tax Cas. 400. Consequently if it were intended to tax 
profits on the sale of goodwill, such intention must be clearly shown in the 
Act, and except in section 83 (1) this intention does not appear. This 
section has not been held unconstitutional. 

Although described above as a profit on the sale of goodwill, the subject 
of discussion could be looked at differently. Inasmuch as it is created by 
expenditure which strictly speaking should have been disallowed, should it 
not be regarded as a disallowance of such expenses, particularly if spread 
over a number of years as I suggested ? ? 

The suggestion on the subject of goodwill is put forward not with the 
purpose of proposing a fresh object of taxation, but for the purpose of 
correcting the unfair incidence of taxation between vendor and purchaser 
of goodwill as pointed out in the books quoted and in articles by Messrs. 
Fitzgerald and Gunn published recently in this journal. The suggestion 
would also serve to combat the practice of some businesses of avoiding 
taxation at the present high rates by engaging in extensive advertising cant 
paigns with a view to enhancing the value of their goodwill. 
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Accounting for Lay-Bys 
By S/Ser. S. C. Munro, A.1.c.A. 


As a perusal of several texts failed to reveal any matter relating to the 
above subject, the writer makes this submission in the hope that it may be 
of some assistance to the accountancy student. 

3efore describing the necessary accounting it is recalled to mind that in the 
case of lay-bys— 

(1) there is no sale until the total amount agreed upon has been received, 

and thus ownership in the goods does not pass until such time; and 

(2) that deposits received do not, ipso facto, become the property of the 

recipient. 
REcorpS AND ACCOUNTING 

1. Lay-by Register (memorandum book only). 

Form: 
LAY-BY REGISTER 








Lay-bys 
Completed 


Month Amount 
























































Where transactions are numerous it*is suggested that as an alternative to 
the above Register a simple card index system be introduced. 

2. If warranted by volume, an additional column to be introduced in the 
Cash Inwards Journal to record lay-by receipts. 

3. An account styled “Lay-by Suspense” to be opened, which would be 
debited with: 

(a) Refunds of deposits ; and 

(b) Total value of lay-bys completed during the month (contra of this 

entry being to credit of Sales Account), 
and credited with: 

(c) Total of lay-by receipts. 

It is apparent the balance remaining represents the total amount deposited 
on incompleted lay-bys, and as such should appear on the liabilities side of 
the balance sheet as “Sundry Creditors—Lay-bys” or “Lay-by Deposits.” 

The above entries are considered by the writer to cover the basic accounting 
Tequirements. However, minor additions may be necessary to cope with the 
local conditions governing such transactions. 
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The Commissioner’s Report on Taxation Breaches and 


Evasions 
By R. E. O’NEILL, A.1.c.A., A.c.1.s. (Eng.) 


Of the many reports made annually to the Commonwealth Parliament few 
indeed attract public attention despite the excellence of the social, economic, 
statistical and other data they contain. One of the few that do is the report 
of the Commissioner of Taxation. 

The reason why is as insidious as it is easy to find: it includes under a 
schedule entitled “Questionable Returns” what I have elsewhere called “the 
gossip column,” wherein are the names and occupations of taxpayers who 
have been charged penal taxation for understatement of taxable income. This 
is but one of many schedules published with the report. But it alone makes 
headline news in Australia’s press. For here are names for gossip and never 
mind the statistics! 


No Breach of Secrecy Provisions 


Section 16 imposes upon the Commissioner strong bands of secrecy in 
respect of the affairs of taxpayers. But in making his report there is no 
breach of the confidence imposed upon him by the Act, for s. 16(2) expressly 
excepts an officer of the department from the need to maintain secrecy where 
what he does is “in the performance of any duty as an officer.” 

Section 14 of the Income Tax Assessment Act, 1936-1945, puts the Com- 
missioner under a statutory duty to furnish an annual report and, in par- 
ticular, to report upon breaches or evasions: 

“(1) The Commissioner shall furnish to the Treasurer annually for 

presentation to the Parliament a report on the working of this Act. 

“(2) In the report the Commissioner shall draw attention to any breaches 

or evasions of this Act which have come under his notice.” 


This provision is taken in identical words from the Act under which the 
office of Commonwealth Commissioner of Taxation was first created: the 
Land Tax Assessment Act of 1910. It has appeared in all legislation which 
since that date has been imposed by the Commonwealth and the administration 
of which has been encharged to the Commissioner. 

Whilst s. 14(2) gives the Commissioner his authority to draw attention to 
breaches or evasions of the Act, it is instructive to consider how various State 
Commissioners have carried out a similar duty and also to review historically 
what the Federal Commissioner has included in his report under this heading. 


Moderate State Practice 


Section 7 of the New South Wales Income Tax (Management) Act, 1941, 
was the only State provision identical with s. 14 of the Commonwealth Act. 
Section 10 of the South Australian Act left the presentation of a report and 
the citing of breaches or evasions to the discretion of the State Commissioner, 
who, in fact, did not present any report to his Parliament. Section 70 of the 
Queensland Act required the presentation of an annual report but did not call 
upon the Commissioner to draw attention to any breaches or evasions. 

The Acts of Victoria, Western Australia and Tasmania imposed no statu- 
tory duty upon the respective Commissioners to report to the Parliament. 
But, in fact, all State Commissioners excepting the South Australian have for 
many years furnished annual reports on the working of their respective Acts. 

Nevertheless, only in New South Wales did the State Commissioner publish 
names of offenders against the income tax law. Yet, even in this instance 
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the only names. published were of those who, having been prosecuted before 
acourt, were convicted and fined. 

Clearly the duty and authority of the Commissioner for New South Wales 
and of the Federal Commissioner “to draw attention to any breaches or 
easions” exceed that of any other Australian Commissioner of Taxation. 
However, although the duty and authority of each is identical, it will be 
observed that the interpretation put upon that authority by the New South 
Wales Commissioner is much more narrow than that adopted by the Federal 
Commissioner. The former named only those offenders convicted by a court; 
the latter now names only those upon whom s. 226 of the Act imposes addi- 
tional tax in the nature of penalty. The State Commissioner apparently 
interpreted “breaches or evasions” as covering only those offences for which 
convictions had been obtained. 


Federal Practices in Retrospect 

Over a time a variety of practices has marked the Federal Commissioner’s 
observance of his duty to “draw attention to breaches or evasions.” 

The first annual report upon the working of the Federal income tax law 
was actually the Commissioner’s Sixth Report and was dated November, 1918. 
Breaches or evasions of the Act were there given in a schedule showing 
particulars regarding prosecutions of taxpayers for (a) failing duly to lodge 
returns and (b) making false returns. The schedule cited no names but 
merely gave the number of cases, total fines imposed and total costs awarded. 

The first major change of practice in reporting breaches or evasions came 
in the Seventh Report (May, 1921). Although in respect of land tax, 
shedules giving details of those prosecuted continued to appear in this report, 
no such mention was made of income tax defaulters who were prosecuted. 
Unaccompanied by the usual list of defaulters the schedule “Questionable 
Returns” made its debut with the following announcement : 

“The Department, by investigation of taxpayer’s books and accounts, 
has discovered a number of cases in which questionable returns have been 
lodged by taxpayers. In many cases there has been little room for doubt 
to a lay mind that fraud had been present, but the difficulty of proving 
fraud, in accordance with legal rules, has been so great that in the majority 
of cases the Department has imposed the maximum penalty provided by 
section 59 of the Act, namely, double the amount of tax that had been 
evaded. 

“The cases in which penalties under this section were imposed are 
stated hereunder, in accordance with the direction in section 8 (2) of the 
Act.” 

Names and occupations of all who were caught in this net were published, 
no matter how small the amount of penal tax charged. 

This practice enured for the next thirteen years, until publication of the 
Sixteenth Report (June, 1934). The prefatory remarks to the schedule 
“Questionable Returns” were modified in some particulars and, for the first 
time, the cases given in detail excluded those where the total penalties charged 
were less than £50. 

In this report, also for the first time, the Commissioner included other 
schedules giving details of those taxpayers against whom legal proceedings 
were instituted for (a) recovery of tax, (b) neglect to furnish returns, and 
(c) offences other than those mentioned in (a) and (b). 

With the Twentieth Report (September, 1938), there was a recasting of 
the form of the prefatory remarks to the schedule “Questionable Returns.” 
The form and classification then adopted has remained in use up to November, 
1944, the date of the latest, the twenty-fifth, report: 
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“The Department, by investigation of taxpayers’ books and accounty 
and other means, has discovered a number of cases in which tax has beeg 
avoided because questionable returns have been lodged or returns haye 
not been lodged as required. These cases include those in which fraud 
would not reasonably be imputed, others in which, prima facie, there has 
been something more than unreasonable carelessness in the circumstances, 
and others again in which evasion was merely failure to keep records from 
which the taxpayer’s taxable income could readily be ascertained. 

“Difficulty of proving fraud in accordance with legal rules has been 
great that in practically every such case the Department has refrained 
from prosecution, and has dealt with the case in accordance with section 
226 of the Income Tax Assessment Act, which provides for penalties up 
to double the amount of the tax avoided. In the other cases reduced 
penalties have been collected following upon explanations by the tax- 
payers. The cases in which penalties under this section have been imposed 
are stated hereunder in accordance with the direction under section 14 of 
the Act. 

“In the Schedules for Central Office and each State the classes of cases 
are distinguished as follows: ‘ 

“(a) Cases in which there is evidence of evasion which it is considered 

is due to unreasonable carelessness in the circumstances. 

“(b) Cases of suspected fraud. 

“(c) Cases in which evasion was due to the failure to keep proper books 

of account. 

“The cases given in detail are those where the total penalties charged 
amounted to £50 or over.” 


The wide scope of his report on “breaches or evasions’” to which effect 


was given in the Sixteenth and subsequent reports was greatly modified in 
the Twenty-first (October, 1939), when the Commissioner adopted the prac- 
tice, now current, of giving only statistical summaries of those cases where 
legal proceedings have been taken for recovery of tax, failure to furnish 
returns, and for other offences. In this connection the Commissioner said: 


“In previous reports the names of the taxpayers concerned have been 
recited in full detail . . . . but the practice is being discontinued for the 
reason that the institution of legal proceedings has already made the 
names public.” 


The schedule of “Questionable Returns,” since and including the Twenty- 
first Report, embraces the only class of “breaches or evasions” by taxpayers 
which are permanently recorded in detail in this public document. 

However much one may sympathise with the Commissioner in his diff- 
culties, especially in these days when tax-dodging is almost a major industry, 
one cannot but comment on the fact that the New South Wales Commissioner 
in carrying out a duty imposed in identical words named only those taxpayers 
who had been prosecuted and convicted, whereas the Federal Commissioner 
merely gives impersonal statistical summaries of such cases but gives details 
of those cases where additional tax has accrued because of understatement of 
taxable income. 


Automatic Nature of S. 226 Penalties 


Now it is to be observed that s. 226 penalties accrue automatically, the 
additional tax being imposed in the nature of penalty, not by the Commissioner 
or by a court, but by the Statute itself (F.C. of T. v. Trautwein, (No. 3) 
(1936), 56 C.L.R. 211; 4 A.T.D. 92). This, it appears; has'always been the 
departmental opinion ; thus in the Tenth Report (March, 1927) : 
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“The Department takes the view that where income has been omitted 
from a return or claim has been made for deduction in excess of actual 
expenditure, the provisions of s.59 (now s.226) ... . operate auto- 
matically, and render the taxpayer concerned liable to a maximum penal 
tax equal to twice the tax evaded. The penal tax is quite separate and 
distinct from the ordinary tax, and a taxpayer becomes liable to it 
immediately upon lodging a return from which he has omitted assessable 
income or in which he has claimed a deduction in excess of actual 
expenditure.” 

This automatic penalty operates in four instances under s. 226: 

(a) Failure to furnish information when required. 

(b) Failure to furnish a return when required. 

(c) Omission of assessable income from a return. 

(d) Claim for a deduction for expenditure not incurred or for expenditure 

in excess of the amount incurred. 

The only other case where a penalty accrues automatically under the Act 
is for non-payment of tax by the due date (s. 207). 

The penalty accrues upon the mere omission of assessable income or upon 
a claim for a deduction for expenditure in excess of the amount actually 
incurred. Even though the omission or claim be innocently made the penalty 
accrues. But the Commissioner has a discretion to remit the whole or any 
part of the additional tax and his decision on this point is open to review by 
the Board of Review subject to the provisions of s. 193(2). On the other 
hand, the courts have no power either to remit or to reduce the amount of 
additional tax. 

Apart from the penalties which accrue automatically under ss. 207 and 226 
there are a large number of offences in respect of which proceedings may be 
taken in the court; for instance: failure to furnish returns or information 
(s.223), false returns or statements (s. 227), wilful understatement of 
income (s. 230), fraudulent avoidance of tax (s. 231), false declarations (s. 
229). It is because allegations under these provisions are usually most 
difficult to prove that the Commissioner “has refrained from prosecution and 
has dealt with the case in accordance with s. 226.” 

Thus for doing an act or omitting so to go, which the Commissioner is not 
required to prove is unlawful or immoral, a penalty is inflicted far beyond 
those imposed for offences against the criminal law that are punishable by 
fine, and this penalty may fall upon those whose acts have been innocent. In 
reporting such acts and omissions in detail as breaches or evasions the 
Commissioner has an unenviable duty and a corresponding obligation to guard 
himself against being led into the region of conjecture where the chances of 
error and injustice are considerable. 


The Commissioner is not Infallible 
That he has not always been successful in avoiding wrong conjectures is 
shown by the schedule of alterations which is from time to time included in 
his reports. So in the Eighth Report (June, 1924) various alterattons to the 
previous schedule of “Questionable Returns” bore this annotation : 

“The alterations have resulted from submissions by the taxpayers con- 
cerned of additional information which showed mitigating circumstances 
in those cases in which reductions in penalties have been made and which 
fully establish the accuracy of the returns lodged in those cases where 
the penalties have been remitted.” 

One such case was a firm of warehousemen named in the Seventh Report 
as having omitted £10,369 income. Three years later the fact was published 
that the full penalty of £2,592 had been remitted, “‘as the returns lodged were 
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finally proved to be correct.” Again, in the Twelfth Report (December, 
1929) a penalty of £1,398 charged to one J. S. L— in the previous report 
was cancelled. In the Thirteenth, one J. G—— was named as having omitted 
£54,118, in respect of which £15,502 penalty was charged. More than a year 
‘later, in the next report, it was stated: 


“The penalty of £15,502 . . . . has been reduced to £1,000, as it was 
proved to the satisfaction of the Commissioner that Mr. G—— was not 
personally guilty of the avoidance of tax by fraud or evasion, but that the 
avoidance was caused, unknown to him, by an employee during his absence 
from Australia, and that, upon discovering the avoidance of tax, Mr. G— 
immediately disclosed the fact to the Department.” 


In the Fourteenth Report (January, 1932) a prominent insurance company 
was named as having omitted £52,780, the penalty charged being £7,673. 
Here, too, the Commissioner had been led into a region of conjecture and 
error where injustice is well-nigh inevitable. For in his Fifteenth Report, 

_ dated sixteen months after the Fourteenth, there was this correction: 


“The penalty (of £7,673) has been reduced to £67. (The amount 
referred to in the report as omitted income was disputed by the company, 
which obtained from the Supreme Court of New South Wales, in con- 
nection with its State Income Tax Assessment, a decision that the greater 
portion of the amount was not taxable income. It was decided to accept 
this judgment as applicable for Federal Income Tax purposes, and the 
whole of the amount involved was deleted from the assessments with the 
exception of £500 which is not regarded as affected by the judgment. )” 


More recently, in the Twenty-fifth Report (November, 1944), an explana- 
tion in somewhat unusual circumstances had to be made in respect of a 
taxpayer who, in an earlier report, had been included among those cases where 
it was stated that there was “evidence of evasion which it is considered is 
due to unreasonable carelessness in the circumstances” 


“There are no alterations to report in respect of schedules appearing 
in the Twenty-fourth and earlier reports. But it is desired to mention 
that in Schedule 4A of the Twenty-fourth Report the name of William 
G. Magrath (New South Wales grazier) is shown as having understated 
his taxable income for the financial years “1930-31 to 1940-41 by an 
amount of £109,053. Of this amount, £92,610 represented interest on 
Commonwealth and State Gold Dollar Bond Loans raised in the United 
States of America. This interest is assessable income—vide decision of 
High Court in Ervin v. Commission of Taxation (1935), 53 C.L.R. 235. 
Since the publication of the Twenty-fourth Report, the High Court has 
decided in an action brought by Mr. Magrath against the Commonwealth, 
that according to the terms of the Commonwealth Bonds the Common- 
wealth promised the plaintiff as holder that the interest, after having been 
paid to him in full, would not form part of his assessable income for the 
purpose of Federal income tax. Mr. Magrath accordingly became entitled 
to recover from the Commonwealth as damages an amount equivalent to 
the Federal income tax paid on the interest from the bonds included in 
his assessments ( (1944), 69 C.L.R. 156). In effect the interest is freed 
from Federal income tax.” 


The very fact that it is no defence to show that an offence against s. 226 
was committed innocently or through carelessness and was not due to fraud 
makes it a matter of the utmost importance that a taxpayer’s name should 


” 


not be published in this “rogues’ gallery” until the most painstaking inquiry 
has established beyond doubt that he has been guilty of some underhand 
dealing. 
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Some Disturbing Aspects 

As matters are, it is disturbing to find that the Commissioner divides s. 226 
delinquents into the three classes: 

“(a) Cases in which there is evidence of evasion which it is considered is 

due to unreasonable carelessness in the circumstances. 

“(b) Cases of suspected fraud. 

“(c) Cases in which evasion was due to the failure to keep proper books 

of account.” 

Under any one of these three classes a taxpayer is stigmatised as having 
avoided tax by fraud or evasion. But remember, s. 226 penalties accrue alike 
to the innocent as to the dishonest. 

The emphasis put upon fraud and evasion in the prefatory remarks to this 

schedule calls for consideration. “Evasion” is an ambiguous word and 
capable of two meanings, one a perfectly innocent one. But in this context 
it is coloured by its association with.the word “fraud” and by its use in 
relation to the term “Questionable Returns.” Clearly no reader of the 
Commissioner’s reports would read the word as being used in its innocent 
sense. 
Its use here imports avoidance of tax by some direct means, by some device 
or stratagem. Now it seems to be established, at least so far as income tax 
is concerned, that a deliberate intent to deceive or to cheat the Revenue, or 
some underhand dealing, is an essential ingredient of evasion. It may be 
countered that there are statements by Isaacs, J., in Wilson v. Chambers 
(1926), 38 C.L.R. 131 (a customs duty case) to the effect that evasion may 
arise from unreasonable ignorance of facts, but the other members of the 
court expressed no such view, and in fact Higgins, J., emphatically denied 
that such a gloss could be put upon the section. 

In these circumstances “unreasonable carelessness” is too loose a criterion 
of. evasion and may work injustice on a taxpayer who never intended to 
commit an offence. A charge of evasion with its strong imputation of 
dishonesty cannot rest on carelessness, for negligence is the antithesis of 
dishonesty. 

The second category (cases of suspected fraud) is unhappily described. 
“A charge of fraud is such a terrible thing to bring against a man that it 
cannot be maintained in any court unless it is shown that he had a wicked 
mind,” per Lord Esher, M.R., in Le Lievre v. Gould (1893, 1 Q.B. 491. 
Mere suspicion is clearly not a sufficient warrant for pdblicly branding a 
taxpayer with this “terrible thing.” 

Nor does mere “failure to keep proper books of account” establish that a 
taxpayer has been guilty of tax evasion. Failure in that respect is in itself 
inconclusive, although it may, in a particular case, be one of a number of 
factors which might be adduced as evidence on a charge alleging avoidance of 
tax by evasion. 

The following table shows into which classifications s. 226 offenders cited 
in the Twenty-fifth Report were divided: 
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*Against some, legal proceedings were instituted for lodging false returns) 


The numbers so proceeded against were: Vic. 8, Q’ld. 6, S.A. 12, W.A.¥ 
Legal action was thus taken against only 29 of the total number of 3% 
taxpayers named. 

Incidentally, the summary given in the report of cases where additional 
tax did not amount to £50 shows that, in addition to these 334 named, there 
were 3,778 offenders not so named. It is difficult to see how the Com 
missioner can justify this arbitrary difference in the method he adopts to 
“draw attention to breaches or evasions.” 

However that may be, it is submitted that the three classes into which s. 
226 delinquents are divided is at best inadequate and, at worst, is downright 
unjust. As we have seen, penalties under this section accrue automatically 
and their reduction or remission is dependent on the grace of the Com- 
missioner. No doubt he exercises his discretion in proportion as he thinks 
the taxpayer is innocent. But what the honest citizen is entitled to demand 
is not mere mercy but a just law. 

More disturbing than the heavy monetary penalties imposed by s. 226 is 
publication of the taxpayer’s name in the schedule of “Questionable Returns.” 
Into whichever class he is put, he is branded as a tax-dodger—as one who has 
avoided tax either by evasion or by fraud. Moreover, he is so branded even 
though the charge has not been made and proved against him in open court, 
but is the result of a purely departmental investigation. Further, it has 
already been argued that the criterion adopted by the Commissioner and set 
out in his report of what constitutes fraud or evasion is not justifiable. 


Questionable Returns and Stock Valuations 


It is particularly apposite to our discussion to consider s. 226 penalties and 


the Commissioner’s current practice in reporting thereon, in relation to 
problems of stock valuation for purposes of income tax. Section 31 of the 
Act provides: 

“The value of each article of trading stock (not being live stock) to be 
taken into account at the end of the year of income shall be, at the option of 
the taxpayer, 

its cost price 
or market selling value 
or the price at which it can be replaced.” 


Under s.28 the excess of the value of closing stock over the value of 
opening stock is assessable income, whilst the excess of the value of opening 
stock over the value of closing stock is an allowable deduction. 

Thus if s. 31 is narrowly interpreted and applied rigidly there are thousands 
upon thousands of items of stock—finished products, raw materials, work in 
progress—all of which have to be individually valued at one or other of cost 
price, market selling value, or replacement price. In a business of any size 
at all that is an impossible task, for no officer of a firm or company or anyone 
else can fix a definite value, from which there can be no escape, on every item. 

Yet if it is not done there ‘is either an omission of income or an inflated 
claim for an allowable deduction. In either event the taxpayer becomes liable 
to the huge monetary penalty imposed by s. 226 with the added’ injustice of 
being stigmatised in a published and much publicised report as a tax-dodger. 

In the majority of instances where the Commissioner is attacking valuations 
put upon stock by traders, those valuations have been honestly and carefully 
made in accordance with sound accounting and trade practice. 

Here there is no wicked intent to deceive, no underhand dealing which 
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ould justify even a suspicion of fraud or evasion. Nor is there carelessness 

f any sort which would provide even evidence of evasion, for complete and 
detailed stock records are normally kept. Where methods of valuation recog- 
gised as sound trade practice have been consistently applied from year to 
year it is a hard thing to say that that practice is a device or stratagem 
adopted for the evasion of tax. 

Cost price, market selling value, replacement price: none of thesq threé 
terms is defined in the Act. None of them has, in the context of the Act, 
been the subject of judicial interpretation. Nor does accounting literature or 
practice attribute a dogmatic or exclusive meaning to them. Accordingly, 
ever since these bases were introduced in 1922 taxpayers have, rightly or 
wrongly, felt themselves free to value their stocks in accordance with cus- 
tomary trade practice. 

Thus in retail trade it is sound practice, which has long been observed by 
taxpayers, to mark fashion stocks down at the end of the year to what they 
are expected to realise on future sale. Moreover, this mark down is usually 
efected by an overall percentage reduction which experience has shown to be 
prudent. It is this value which is regarded by traders and accountants alike 
asthe market value. But the Commissioner insists that this is not the “market 
sling value’”—that that value is the price which would be obtained if a sale 
took place on balancing date. The result of the Commissioner’s interpretation 
is that the trader, who has valued his stock in accordance with accepted trade 
and accounting practice, has omitted assessable income and is therefore liable 
to heavy penalties, in addition to being reported under “Questionable Returns” 
with its strong salting of fraud and evasion. 

Necessary as some such provision as s. 226 may be for the protection of 
the Revenue,.it is alarming that honest taxpayers should be exposed to the 
tisk of a charge which, made elsewhere, would be actionable without proof 
of special damage as a libel touching them in the conduct of their business. 

If the enforcement of the law brings honest persons into disrepute, the law 
should bear the correction, not the innocent delinquent. If the income tax 
law were in this respect brought into conformity with the best accounting and 
with sound trade practice, no more than justice would be done and injustice 
would be avoided. 

Nowhere in this article has it been suggested that the proven tax-dodger 
ought to be spared any adverse publicity. Indeed, if their names are hung in 
a“rogues’ gallery” that prospect no doubt has a powerfully persuasive effect 
in deterring like-minded scamps, particularly if they are conducting a trade 
or business or are following a profession. Nor is it denied that evasion of 
tax has now become almost a skilled occupation. In those cases which had 
“come under his notice” in the twelve months covered by the Commissioner’s 
latest report the total amount by which taxable income was understated was 
over £2,000,000! 

Nevertheless this fact is not sufficient reason why those whose offence is 
not due to dishonesty or to wicked intent should be subjected to the risk of 
crippling monetary penalties and be pilloried in a published official report as 
persons who are practically guilty of a crime. It is this aspect which is 
disturbing to any honest and fair-minded citizen, the more so because a 
taxpayer may thus suffer for doing an act or omitting so to do which the 
Commissioner is not required to prove is unlawful or immoral. 
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finally proved to be correct.” Again, in the Twelfth Report (December, 
1929) a penalty of £1,398 charged to one J. S. L— in the previous report 
was cancelled. In the Thirteenth, one J. G—— was named as having omitted 
£54,118, in respect of which £15,502 penalty was charged. More than a year 
‘later, in the next report, it was stated: 


“The penalty of £15,502 .... has been reduced to £1,000, as it was 
proved to the satisfaction of the Commissioner that Mr. G—— was not 
personally guilty of the avoidance of tax by fraud or evasion, but that the 
avoidance was caused, unknown to him, by an employee during his absence 
from Australia, and that, upon discovering the avoidance of tax, Mr. G— 
immediately disclosed the fact to the Department.” 


In the Fourteenth Report (January, 1932) a prominent insurance company 
was named as having omitted £52,780, the penalty charged being £7,673. 
Here, too, the Commissioner had been led into a region of conjecture and 
error where injustice is well-nigh inevitable. For in his Fifteenth Report, 
_ dated sixteen months after the Fourteenth, there was this correction: 


“The penalty (of £7,673) has been reduced to £67. (The amount 
referred to in the report as omitted income was disputed by the company, 
which obtained from the Supreme Court of New South Wales, in con- 
nection with its State Income Tax Assessment, a decision that the greater 
portion of the amount was not taxable income. It was decided to accept 
this judgment as applicable for Federal Income Tax purposes, and the 
whole of the amount involved was deleted from the assessments with the 
exception of £500 which is not regarded as affected by the judgment.)” 


More recently, in the Twenty-fifth Report (November, 1944), an explana- 
tion in somewhat unusual circumstances had to be made in respect of a 
taxpayer who, in an earlier report, had been included among those cases where 
it was stated that there was “evidence of evasion which it is considered is 
due to unreasonable carelessness in the circumstances” : 


“There are no alterations to report in respect of schedules appearing 
in the Twenty-fourth and earlier reports. But it is desired to mention 
that in Schedule 4A of the Twenty-fourth Report the name of William 
G. Magrath (New South Wales grazier) is shown as having understated 
his taxable income for the financial years “1930-31 to 1940-41 by an 
amount of £109,053. Of this amount, £92,610 represented interest on 
Commonwealth and State Gold Dollar Bond Loans raised in the United 
States of America. This interest is assessable income—vide decision of 
High Court in Ervin v. Commission of Taxation (1935), 53 C.L.R. 235. 
Since the publication of the Twenty-fourth Report, the High Court has 
decided in an action brought by Mr. Magrath against the Commonwealth, 
that according to the terms of the Commonwealth Bonds the Common- 
wealth promised the plaintiff as holder that the interest, after having been 
paid to him in full, would not form part of his assessable income for the 
purpose of Federal income tax. Mr. Magrath accordingly became entitled 
to recover from the Commonwealth as damages an amount equivalent to 
the Federal income tax paid on the interest from the bonds included in 
his assessments ( (1944), 69 C.L.R. 156). In effect the interest is freed 
from Federal income tax.” 


The very fact that it is no defence to show that an offence against s. 226 
was committed innocently or through carelessness and was not due to fraud 
makes it a matter of the utmost importance that a taxpayer’s name should 
not be published in this “rogues’ gallery” until the most painstaking inquiry 
has established beyond doubt that he has been guilty of some underhand 
dealing. 
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Some Disturbing Aspects 

As matters are, it is disturbing to find that the Commissioner divides s. 226 
delinquents into the three classes : 

“(a) Cases in which there is evidence of evasion which it is considered is 

due to unreasonable carelessness in the circumstances. 

“(b) Cases of suspected fraud. 

“(c) Cases in which evasion was due to the failure to keep proper books 

of account.” 

Under any one of these three classes a taxpayer is stigmatised as having 
avoided tax by fraud or evasion. But remember, s. 226 penalties accrue alike 
to the innocent as to the dishonest. 

The emphasis put upon fraud and evasion in the prefatory remarks to this 

schedule calls for consideration. “Evasion” is an ambiguous word and 
capable of two meanings, one a perfectly innocent one. But in this context 
it is coloured by its association with. the word “fraud” and by its use in 
relation to the term “Questionable Returns.” Clearly no reader of the 
Commissioner’s reports would read the word as being used in its innocent 
sense. 
Its use here imports avoidance of tax by some direct means, by some device 
or stratagem. Now it seems to be established, at least so far as income tax 
is concerned, that a deliberate intent to deceive or to cheat the Revenue, or 
some underhand dealing, is an essential ingredient of evasion. It may be 
countered that there are statements by Isaacs, J., in Wilson v. Chambers 
(1926), 38 C.L.R. 131 (a customs duty case) to the effect that evasion may 
arise from unreasonable ignorance of facts, but the other members of the 
court expressed no such view, and in fact Higgins, J., emphatically denied 
that such a gloss could be put upon the section. 

In these circumstances “unreasonable carelessness” is too loose a criterion 
of. evasion and may work injustice on a taxpayer who never intended to 
commit an offence. A charge of evasion with its strong imputation of 
dishonesty cannot rest on carelessness, for negligence is the antithesis of 
dishonesty. ; 

The second category (cases of suspected fraud) is unhappily described. 
“A charge of fraud is such a terrible thing to bring against a man that it 
cannot be maintained in any court unless it is shown that he had a wicked 
mind,” per Lord Esher, M.R., in Le Lievre v. Gould (1893, 1 Q.B. 491. 
Mere suspicion is clearly not a sufficient warrant for poblicly branding a 
taxpayer with this “terrible thing.” 

Nor does mere “failure to keep proper books of account” establish that a 
taxpayer has been guilty of tax evasion. Failure in that respect is in itself 
inconclusive, although it may, in a particular case, be one of a number of 
factors which might be adduced as evidence on a charge alleging avoidance of 
tax by evasion. 

The following table shows into which classifications s. 226 offenders cited 
in the Twenty-fifth Report were divided: 
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*Against some, legal proceedings were instituted for lodging false returns 
The numbers so proceeded against were: Vic. 8, Q’ld. 6, S.A. 12, W.A,3 
Legal action was thus taken against only 29 of the total number of 3% 
taxpayers named. 

Incidentally, the summary given in the report of cases where additional 
tax did not amount to £50 shows that, in addition to these 334 named, there 
were 3,778 offenders not so named. It is difficult to see how the Com. 
missioner can justify this arbitrary difference in the method he adopts to 
“draw attention to breaches or evasions.” 

However that may be, it is submitted that the three classes into which s. 
226 delinquents are divided is at best inadequate and, at worst, is downright 
unjust. As we have seen, penalties under this section accrue automatically 
and their reduction or remission is dependent on the grace of the Com- 
missioner. No doubt he exercises his discretion in proportion as he thinks 
the taxpayer is innocent. But what the honest citizen is entitled to demand 
is not mere mercy but a just law. 

More disturbing than the heavy monetary penalties imposed by s. 226 is 
publication of the taxpayer’s name in the schedule of “Questionable Returns.” 
Into whichever class he is put, he is branded as a tax-dodger—as one who has 
avoided tax either by evasion or by fraud. Moreover, he is so branded even 
though the charge has not been made and proved against him in open court, 
but is the result of a purely departmental investigation. Further, it has 
already been argued that the criterion adopted by the Commissioner and set 
out in his report of what constitutes fraud or evasion is not justifiable. 


Questionable Returns and Stock Valuations 


It is particularly apposite to our discussion to consider s. 226 penalties and 


the Commissioner’s current practice in reporting thereon, in relation to 
problems of stock valuation for purposes of income tax. Section 31 of the 
Act provides: 

“The value of each article of trading stock (not being live stock) to be 
taken into account at the end of the year of income shall be, at the option of 
the taxpayer, 


its cost price 
or market selling value 
or the price at which it can be replaced.” 


Under s.28 the excess of the value of closing stock over the value of 
opening stock is assessable income, whilst the excess of the value of opening 
stock over the value of closing stock is an allowable deduction. 

Thus if s. 31 is narrowly interpreted and applied rigidly there are thousands 
upon thousands of items of stock—finished products, raw materials, work in 
progress—all of which have to be individually valued at one or other of cost 
price, market selling value, or replacement price. In a business of any siz 
at all that is an impossible task, for no officer of a firm or company or anyone 
else can fix a definite value, from which there can be no escape, on every item. 

Yet if it is not done there is either an omission of income or an inflated 
claim for an allowable deduction. In either event the taxpayer becomes liable 
to the huge monetary penalty imposed by s. 226 with the added’ injustice of 
being stigmatised in a published and much publicised report as a tax-dodger. 

In the majority of instances where the Commissioner is attacking valuations 
put upon stock by traders, those valuations have been honestly and carefully 
made in accordance with sound accounting and trade practice. 

Here there is no wicked intent to deceive, no underhand dealing which 
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ould justify even a suspicion of fraud or evasion. Nor is there carelessness 
of any sort which would provide even evidence of evasion, for complete and 
detailed stock records are normally kept. Where methods of valuation recog- 
gised as sound trade practice have been consistently applied from year to 
year it is a hard thing to say that that practice is a device or stratagem 
adopted for the evasion of tax. 

Cost price, market selling value, replacement price: none of thesq threé 
terms is defined in the Act. None of them has, in the context of the Act, 
heen the subject of judicial interpretation. Nor does accounting literature or 
practice attribute a dogmatic or exclusive meaning to them. Accordingly, 
ever since these bases were introduced in 1922 taxpayers have, rightly or 
wrongly, felt themselves free to value their stocks in accordance with cus- 
tomary trade practice. 

Thus in retail trade it is sound practice, which has long been observed by 
taxpayers, to mark fashion stocks down at the end of the year to what they 
are expected to realise on future sale. Moreover, this mark down is usually 
effected by an overall percentage reduction which experience has shown to be 
prudent. It is this value which is regatded by traders and accountants alike 
as the market value. But the Commissioner insists that this is not the “market 
slling value”—that that value is the price which would be obtained if a sale 
took place on balancing date. The result of the Commissioner’s interpretation 
is that the trader, who has valued his stock in accordance with accepted trade 
and accounting practice, has omitted assessable income and is therefore liable 
to heavy penalties, in addition to being reported under “Questionable Returns” 
with its strong salting of fraud and evasion. 

Necessary as some such provision as s. 226 may be for the protection of 
the Revenue,.it is alarming that honest taxpayers should be exposed to the 
risk of a charge which, made elsewhere, would be actionable without proof 
of special damage as a libel touching them in the conduct of their business. 

If the enforcement of the law brings honest persons into disrepute, the law 
should bear the correction, not the innocent delinquent. If the income tax 
aw were in this respect brought into conformity with the best accounting and 
with sound trade practice, no more than justice would be done and injustice 
would be avoided. 

Nowhere in this article has it been suggested that the proven tax-dodger 
ought to be spared any adverse publicity. Indeed, if their names are hung in 
a“rogues’ gallery” that prospect no doubt has a powerfully persuasive effect 
in deterring like-minded scamps, particularly if they are conducting a trade 
or business or are following a profession. Nor is it denied that evasion of 
tax has now become almost a skilled occupation. In those cases which had 
“come under his notice” in the twelve months covered by the Commissioner’s 
latest report the total amount by which taxable income was understated was 
oer £2,000,000! 

Nevertheless this fact is not sufficient reason why those whose offence is 
not due to dishonesty or to wicked intent should be subjected to the risk of 
crippling monetary penalties and be pilloried in a published official report as 
persons who are practically guilty of a crime. It is this aspect which is 
disturbing to any honest and fair-minded citizen, the more so because a 
taxpayer may thus suffer for doing an act or omitting so to do which the 
Commissioner is not required to prove is unlawful or immoral. 
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CoMPOUND INTEREST 


Dear Sir, 
The article on the above subject in the July issue contains the following 
errors: 
Pagt 242. Second last line, fourth term, ‘000126 should be -0021600. 
Last line, £27-776160 should be £26°776160. 
» 9» £27/15/8 should be £26/15/6. 
The true solution should be £26/15/3-483. 
Page 243. The last line in the Tabular method repeats the errors in the 
last line on p. 242. 
Page 243. Near the foot of the page, “-88846 « 3000 = £2664:90.” The 
last amount should be £2665: 38. 
Another solution gives the result £2665-462—a difference of 
1/5. 
_ The writer prefaces his article with a suggestion that his method is an 
alternative to a solution by logarithms. 
I prefer logs. as being much simpler and I can get an approximation within 
a small fraction of error 6n the slide rule (which is an instrument of graphic 
logs.—to three significant figures on the 10-inch rule). 


The formula is this: 
1. P R* = M. 
Where P is the principal, 
R is the amount of £1 for 1 year. 
n is the number of years. which 
M is the amount. The 


Log. P + log. R XK m = log. M. —_ 
1€ 


2. To get present worth, and the 
Log. M — log. R K n = log. P. that cc 


laborio 


The 


Now apply these to the examples given in the article: 


1. To find the amount of £20 for 5 years at 6 per cent. 
(a) By slide rule. 
1. R= £1-06 
opposite 106 read the log. 025 
Multiply by 5 125 At t 


Read off the log. of 20 1-3 fifth - 
26764: 


Dear S 
I ha 
several 


4. Add the two results 1°425 _The 
. @smpler 


5. Read back from this log. the value £26°6 or £26/12/-. of inac 

figures 

(b) By seven figure logs. Doan 
Log. R (1-06) 0253059 alculat 

Multiply by 5 on han 


1265295 
Log. P (20) 1-3010300 
Log. M = 1-4275595 


Read back natural number £26:7645 
= £26/15/3-48. 
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Taking the arithmetical calculation at the correct result, the slide rule 
approximation is out less than two-thirds of 1 per cent. 
The logarithmic solution is out ‘003 of a penny. 
The corrected binomial theorum solution is out 2-113 pence. 
2. The second example will now be calculated and the result compared. 
What is the present value of £3,000 due at the end of four years at 3 per 
cent. compound interest ? 
Formula: 
Log M — log. R X n = P. 
(a) Slide rule 
Log. M (3000) 
Log. R (1:03) 





Subtract and get 3°425 
The logarithm 3:425 represents the natural number (to the 
three significant figures on the slide rule) £2660. 
(b) Seven figure logs. 
Log. M (3000) 
Log. R (1:03) ‘0128372 





£2665°462 = £2665/9/3. 

The slide rule result shows an error of less than a fifth of 1 per cent., 
which may be close enough for many purposes. 

The seven figure logs. give a result of £:086 more than the binomial theorem 
calculation. 

The use of logarithms is much mere common than of the binomial theorem 
and the calculation is shorter and simpler, but many accountants are unaware 
that compound interest calculations can be done by other methods than the 
laborious way of arithmetic. 

Yours faithfully, “Simpricity.” 


Dear Sir, 

I have read with interest the letter by “Simplicity,” and unfortunately 
several errors of a typographical nature have occurred in the original article. 

At the foot of page 242, the fourth term should read -00216 and the 
fifth term ‘00006480; the corrected totals would then read 1-3382248 and 
267644960. The fifth term on page 243 should also read 00006480. 

The writer of the letter suggests that logarithms and the slide rule are 
simpler methods of calculating compound interest, but the latter has a degree 
of inaccuracy, because on a 10-inch rule no more than three significant 
figures can be read. This is shown in the examples quotéd. 

Logarithms, the slide rule, and tables are certainly simpler insofar as the 
alculations are concerned, but it-is always necessary to have these adjuncts 
m hand, as they cannot be memorised. On the other hand, the Binomial 
Theorem can be memorised, and it seems to me that the Tabular method 
illustrated in-the article condenses the regular formula and thus offers a 
greater advantage. 

“Simplicity’s” letter is interesting because it points out that compound 
interest may be calculated in more ways than one, but in passing I would like 
0 observe that many accountants are not sufficiently familiar with the slide’ 


tule to be able to utilise it. Yours, etc., Lestre W. IRwIN. 
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Constructive Book-keeping for Secondary Classes, by A. Clunies Ross, 8. 
(William Brooks & Co. Ltd., Sydney.) 

This book of 256 pages presents an approach to elementary bookkeeping 
differing slightly from other Australian textbooks. One commendable featurg 
is the development of a set of accounts for a growing business from its} 
inception. This demonstrates to the student that accounting records resulf 
from the needs of a business and not the arbitrary whim of an accountant; 
A disadvantage of this approach, however, is that the student is taught to de 
some things which must be subsequently contradicted, e.g., journalising cash 
transactions. One is inclined to question the wisdom of introducing the 
“Goods Account” in the opening chapters even though it be almost immedix 
ately discarded. It would be interesting to know whether students would ha 
benefited if the terms “internal equities’ were used for “proprietor’s claims.” 

The author has expressed himself in language easily understood and giver 
appropriate emphasis to correct formation and use of figures. The “keying” 
of paragraphs and transactions by numbers is an excellent idea. Many 
secondary school students who never become bookkeepers may find thé 
knowledge of club accounts so well explained in this book a help in theif 
sports or social associations. 

Mr. Ross has explained many terms of importance in accounting, such ag 
comparative statements, working capital, and net worth. We hope these will 
be further elucidated in the proposed second volume of this series. 

The book is one which should be quite useful in the hands of a capablé 
teacher, who will probably wish that there were more exercises for thé 
students to solve. A. E. Speck. 





Australian Commercial Dictionary, by R. Keith Yorston. (The Law Bool 
Co. of Australasia Pty. Ltd.) 1945.2 Pp. 343. Price 18/-. 

Mr. Yorston has presented a dictionary of words and phrases “used 4 
commercial practice, together with a selection from accounting and lega 
terminology.” It covers a very wide range of subjects, and is obviously ti 
outcome of many years’ research. 

In the compilation of this volume, several Acts of Parliament, Commo 
wealth and State, and a large number of commercial documents have be¢ 
drawn upon. 
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